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DISCLAIMER

The Financial Oversight and Management Boar d f oROMB we rotro fiRkOvcea s(itghhe MBoardo) has fo
Fiscal Pl an based on, among other things, information dhkthagioned fr
or the AGovernmento) .

This document does not constitute an audit conducted in accordance with generally accepted auditing standards, an examination
of internal controls or other attestation or review services in accordance with standards established by the American Institute of
Certified Public Accountants or any other organization. Accordingly, the Oversight Board cannot express an opinion or any other
form of assurance on the financial statements or any financial or other information or the internal controls of the Government and
the information contained herein.

This 2020 Fiscal Plan is directed to the Governor and Legislature of Puerto Rico based on underlying data obtained from the
Government. No representations or warranties, express or implied, are made by the Oversight Board with respect to such
information.

This 2020 Fiscal Plan is not a Title Ill plan of adjustment. It does not specify classes of claims and treatments. It neither discharges
debts nor extinguishes liens.

This 2020 Fiscal Plan is based on what the Oversight Board believes is the best information currently available to it. To the extent
the Oversight Board becomes aware of additional information after it certifies this 2020 Fiscal Plan that the Oversight Board
determines warrants a revision of this 2020 Fiscal Plan, the Oversight Board will so revise it.

For the avoidance of doubt, the Oversight Board does not consider and has not considered anything in the 2020 Fiscal Plan as

a Arecommendati ono pur s u teldss, tbthe eStentthat anythingirOtte 020 FiscaNPéan ig aver deemed

by the Governor or Legislature or determined by a court having subject matter jurisdiciont o be a frecommendati ono p
Section 205(a), the Oversight Board hereby adopts it in the 2020 Fiscal Plan pursuant to PROMESA Section 201(b).

Any statements and assumptions contained in this document, whether forward-looking or historical, are not guarantees of future
performance and involve certain risks, uncertainties, estimates and other assumptions made in this document. The economic
and financial condition of the Government and its instrumentalities is affected by various legal, financial, social, economic,
environmental, governmental and political factors. These factors can be very complex, may vary from one fiscal year to the next,
and are frequently the result of actions taken or not taken, not only by the Government and the Oversight Board, but also by other
third-party entities such as the government of the United States. Examples of these factors include, but are not limited to:

i Any future actions taken or not taken by the United States government related to Medicaid or the Affordable Care Act;

) The amount and timing of receipt of any distributions from the Federal Emergency Management Agency and private
insurance companies to repair damage caused by Hurricanes Maria and Irma;

) The amount and timing of receipt of any amounts allocated to Puerto Rico and provided under the Community Disaster
Loans Program;

i The amount and timing of any additional amounts appropriated by the United States government to address the impacts of
the COVID-19 pandemic;

i The amount and timing of receipt of any additional amounts appropriated by the United States government to address the
funding gap described herein;

i The timeline forcompleton of t he work being done by the Puerto Rico Electric
electric system and infrastructure and the impact of any future
and infrastruct urcamomcmgroRhiert o Ricods e

i The impact of the COVID-19 pandemic on the financial, social, economic, and demographic condition of Puerto Rico;
i The impact of the measures described herein on outmigration; and
) The impact of the resolution of any pending litigation in the Title Ill cases

Because of the uncertainty and unpredictability of these factors, their impact cannot be included in the assumptions contained in
this document. Future events and actual results may differ materially from any estimates, projections, or statements contained
herein. Nothing in this document should be considered as an express or implied warranty of facts or future events; provided,
however, that the Government is required to implement the measures in this 2020 Fiscal Plan and the Oversight Board reserves
all its rights to compel compliance. Nothing in this document shall be considered a solicitation, recommendation or advice to any
person to participate, pursue or support a course of action or transaction, to purchase or sell any security, or to make any
investment decision.

By receiving this document, the recipient is deemed to have acknowledged the terms of these limitations. This document may
contain capitalized terms that are not defined herein or may contain terms that are discussed in other documents or that are
commonly understood. You should make no assumptions about the meaning of capitalized terms that are not defined, and you
should refer questions to the Oversight Board at comments@oversightboard.pr.gov should clarification be required.
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Executive Summary

The people of Puerto Rico need and deserve plentiful good jobs, a dynamic and
prospero us economy, affordable and reliable electricity, and an efficient and
responsive public sector 8 but have not had any of these things for more than a
decade. Instead, since 2005, the number of people living under the poverty line has
increased, the e@nomy has shrunk, electricity has remained expensive and unreliable, labor
market regulations have remained burdensome, the business environment has remained poor,
and the public sector has provided declining levels of service at a high cost to residents.

On top of these longstanding economic challenges, multiple large-scale natural disastershave
struck Puerto Rico in the last three years, testing the resiliency of economic and social
institutions like never bef ore.

In the fall of 2017, Hurricanes Maria and Irm a inflicted unprecedented damageon the physical
infrastructure of Puerto Rico, leaving large segments of the population without power for
weeks and in many cases monthsThousands died, many of them due ot to the direct effects
of the storm but rather its aftereffects. There was widespread economic dislocation in the
aftermath as the scale of the damage became evident. Impact to the housing stock, power and
water infrastructure, and inland transportation infrastructure, created extremely challenging
conditions for residents, while the small business sector was badly damaged as inventories
were destroyedand the economy suffered an abrupt negative shock.

After a very difficult period in the immediate aftermath of the storms, the economy gradually
recovered, and efforts turned to rebuilding. Aided by a large -scale federal response, the hard
work assessing the damageo critical infrastructure occurred throu gh the fall of 2017 and into
2018.

In the summer of 2019, the residents of Puerto Rico reacted wih outr age to publicly released
comments by the governor and other senior officials. The actions resulted in a crisis of
confidence in government institutions, and large-scale public protests. The Oversight Board
watched the protests with admiration for th e fortitude of the people of Puerto Rico and with
sadness for the crisis that made the protests necessary. For far too long government in Puerto
Ricohasfaled t o treat the Islandébés residents with th
Rosselld and other senior officials ultimately resigned, resulting in Governor Vazquez taking
office. Just as the Island was recovering from political disruption and embarking o n
reconstruction at the end of 2019, Puerto Rico suffered the most serious earthquakes in recent
memory, resulting in structural damage to buildings across southwestern Puerto Rico.
Residents of these communities were subjected to hundreds of aftershocksover several
months, some approaching the strength of the first earthquakes. Communities faced concerns
over public safety as infrastructure was affected, businesses suffeed further disruption , and
the Government saw damage to schools, prisons and other cucial infrastructure. The full
extent of the damage is still unknown, and rebuilding efforts in some places have not yet
begun.

Finally, only two months later, Puerto Ricoi along with the rest of the world 7 was confronted

with the COVID -19 global pandermic. Overnight, the economy shut down except for the most

critical activities as the Government to ok prudent steps to mitigate the risk of a catastrophic

public health crisis. Unemployment has skyrocketed as many businesses have been forced to

shut down, and the local and federal governments have quickly mobilized to provide support.

Many projections indicate that the economic shock due to COVID-19 will be worse than that

of the Great Recession.The pathway to economic recovery remains highly dependent on the

over all public health response and the federal
support for th ose whose livelihoods are at risk



For nearly four years, the Financial Oversight and Management Board for Puerto Rico
(AFOMBoorthefn Ov e r s i g hhas wBrgea to €Lldill the mandate of PROMESA: to ensure
fiscal sustainability and restore acces to cgital markets. In the first instance, due to the
unending series of unpredictable disasters, the effort has focused on utilizing certified Fiscal
Plans and Budgets to ensure Puerto Rico is able to respond to these crises while also moving
toward medium and long term fiscal and economic sustainability.

Fiscal Plans have pressed for major structural reforms to restore competitiveness, enable
growth, and spur a return to prosperity . Theseinclud e human capital, welfare, and education
reforms to advance succesful participation in the formal labor market , reforms to streamline

core business processede.g., paying taxes, registeling property and obtaining permits) to
improve the ease of doing business and enable job creationand proposals to enablereliable
power and stable infrastructure for businesses and households.In addition to these structural

reforms, the Fiscal Plans have focused on improving the responsiveness and efficiency othe
Government, while reducing unnecessary administrative expenses and mitigating the
escalating growth of healthcare and pension costs, which could otherwise cripple future

governments.

The Fiscal Plars have accompanied these reforms with targeted investments in and support
for those on the front lines of service delivery. Over the years, the Fiscal Plans have provided
for salary raises for teachers, principals, firefighters, and police officers to ensure salaries for
these critical frontline roles are more competitive. Strategic capital investments have been
made in hospitals, correctional institutions, public safety equipment, and other infrastructure.

Moreover, the Fiscal Plans have included increased spending in areasthat are important for

the people of Puerto Rico: funds for an Earned Income Tax Creditto encourage more formal
labor market participation , needsbased scholarships for UPR to ensure every student on the
Island can access higher education funds for the Puerto Rico Clean Water and Drinking Water
State Revolving Fund, and an emergency resene to enable immediate Government action in
times of crisis, among others.

At the onset of the COVID-19 crisis, the Oversight Board mobilized in close partnership with
the Government to deliver immediate support and relief. This included providing a $787
million package of measures to support front-line workers and small businesses. The
Government also took executive actions that the Oversight Board supported to provide
temporary relief on tax payment deadlines. Finally, the Oversight Board approved actions to
provide a $400 mil lion advance on federal funding for economic impact payments
administered by Hacienda, as well asa liquidity facility of up to $185 million for municipalities

suffering from revenue collection deferrals.

Since certifying the first Fis cal Plan in 2017, and notwithstanding the emergencies, the
Oversight Board has been able to drive meaningful progress in creating a leaner, more
affordable government. This has resulted in the ability of the Government to increase
expenditures at a time of crisis, while ensuring total expenditure levels remain within total
available revenues rather than be forced to cut budgets that have not been carefully managed
as other states have beenforced to do as COVID-19 has causedrevenuesto drop. There is a
new level of transparency and control over Government spend, including the elimination of
multi -year appropriations that permitted overspending ; controls over the reapportionment of
funding between concepts of spend to eliminate the defunding of accrued liabilities; and
regular reporting on revenues and expenses. Moreover, the 2020 and 2021 budgetsvere built
at a granul ar fi ¢ o n difepentiating o eteveen spend/ @ lproféssiona IT,
services versus advisory services). The Overght Board has been able to eject contracts that
could have led to overspending, such as the proposal to externalize Puerto Rican prisonsand
the Government has been held accountableto its implementation requirements via public
hearings, such as those h& on education, public safety, corrections, and economic
development.



Unfortunately, despite this real progress in the face of ongoing crises, theGovernment has still
failed to achieve meaningful economic growth through structural reforms or drive operational
change that would deliver greater responsiveness and efficiency of government services.
Efforts at private sector labor market reforms have stalled and the impact of human capital
and welfare reform is not expected for several yearsT h e G o v egeffometmimpiove the
eaxe of doing business have not changed the burden on businesses in any meaningful way.
Rather than achieving budget savings by improving the way services are deliveredor
discontinuing duplicative or unimportant services , the Govanment has enacted broad-based
early retirement programs to reduce headcount, creating major gaps in capabilities and
functionality and potentially putting services at risk.

Across many areas, the Governmenthas struggled to implement changes with even new
investments often not driving the intended use For example, salary raises provided for
teachers were improperly implemented, bringing
enrollment in Social Security was delayed by six months. Despite eforts by members of the
Government, the Oversight Board, and the Federal Government i which has increased

oversight over the use of federal funds, installed federal monitors in certain agencies, and

managed expectations via consent decreesi the Government has been unable to meet the
increasingly urgent need for real change.

The 2020 Fiscal Plan financial forecasts suggest that the current financial trajectory is not
sustainable in the long-term. Perhaps more importantly, the 2020 Fiscal Plan 1 even if
implemented in full T will not raise Puerto Rico and its residents to a level of prosperity
comparable to even the poorest states on theUS mainland. There continues to be insufficient

political appetite to drive the types of structural reforms that are neededto create sustainable
economic growth and an inability to implement even reforms that have nominally been

agreed-upon.

As the US and Puerto Rico begin to recover from the current economic and health crisis, and
while there is national fiscal and monetary policy support, the Government must act with an
exceptional level of determination. With so many residents suffering from the economic
consequences of successive natural disasterghe needfor change is even more urgent.

The 2020 Fiscal Plan includes dozens of practical actiors that the Government must take to
create a more accountable, affordable, and transparent government, with resources focused
on improving the front -line services that matter. Given the global COVID-19 pandemic, the
2020 Fiscal Plan pausesmost government right-sizing measues for a year, so that the full
focus of Government may focus on recovery and implementation. To drive efficient and
successful implementation of key reforms and outcomes, the 2020 Hscal Plan also introduces
milestone budgeting, which will provide for in vestments in certain areas once key milestones
are achieved. Crucial milestones include: final establishment of the Defined Contribution
accounts for public retirees and employees the publication of the 2017 Comprehensive
Audited Financial Report (and progress towards publication of subsequent year reports),
implementation of time and attendance reporting ; and meaningful consolidation of back-
offices to create efficiencies, among othes.

The 2020 Fiscal Plan also lays out discrete actionsthat must be taken to make structural

reforms to the economy, improving labor force participation, the ease of doing business, and

energy and infrastructure management. Finally, the 2020 Fiscal Plan includes strategic one-

time investments to speed up Puet o Ri ¢ o 6ysin lighe af the matural disasters and
CoVvID-19 by allocating funds to strengthen the |
capital, and telecommunications infrastructure.

Absentreal reform, Puerto Rico may not ever fully recover from all its recent crises. The 2020
Fiscal Plan lays out the meaningful changes needed to lead to an effective, responsive
government and growing economy.

10



* * %

Priortothe enactment of PROMESA, Puerto Rico had been mired in an economic

and demographic downward spiral for a decade. As of 2018, the economy was$18
billion smaller in real terms and the population was more than half a million smaller (largely
due to outmigration ) than it was in 2005 i trends that, even before recent natural disasters,
were projected to continue.! Over 40% of the population (including ~58% of Puerto Rican
children) lives below the poverty line, and ~47% are dependent on Medicaid for healthcare.

Meanwhile, before PROMESA,t h e consolidated Comngodebw arall t h 6 s

pension liabilit ies had grown to over $120 billion i with more than $70 billion in financial
debt and more than $50 billion in pension liabilities 1 an amount almost twice the size of
Puerto Ricob6bs economy.

These core challenges were not new and temporary; they had been long-standing and
structural. For decades, the private sectorhad been overly reliant on now-expired federal tax
advantages while having to operate in a difficult business climate with poor infrastructure,
cumbersome laws and regulations, and expensive and unreliable electricity and transit
systems.

Other challenges included a large public sector that had struggled to deliver improved
outcomes in critical areas such as ease of doing business and education, as well as a labort®
participation rate that was (and continues to be)among the lowest in the world. In the World

Bankds Worl dwi de Governance I ndicator s, Puerto

States in fAvoi ce aesidenty gocemmantgaabty, tegulatgry qudlity, rule
of law, and control of corruption. 21 n t h e 20E@Mdasn for International Student
Assessment(PISA), only six countries or regions in the world scored lower than Puerto Rico
in science and reading, and only three scored laver than Puerto Rico in math.3 Likewise, of
the 233 countries or regions for which the World B ank measures labor force participation
rates, Puerto Rico is currently ranked 232. In the three decadesthat the World Bank has
gathered such data, Puerto Rico h& never ranked higher than 212. These are structural
problems that demand structural solutions , but to date, the Oversight Board has seen neither
the willingness nor the ability, on the part of the Government, to enact structural reforms
sufficient to addr ess these problems that holdback t he standard of
residents.

Finally, Puerto Rico had fiscal management challenges for years, creating a growing deficit
(Exhibit 1). This deficit wasdifficult to forecast with certainty because of the protracted delays
in issuing annual audited financial statements, lack of proper fiscal controls, lack of centralized
financial records, and inefficient financial management. Puerto Rico had also been in an
economic structural declin e for over adecade, which led to an eroding tax base. To finance
these primary deficits, Puerto Rico had resorted to issuing debt which became unsustainable.
As the Oversight Board began its work inlate 2016, the Commonwealth was projected to run
structural annual deficits exceeding $7 billion, or $3 billion before debt service.

1 The World Bank Group, World Development Indicators
2 The World Bank Group, Worldwide Governance Indicators

3 us. Department of Education, Institute of Education Sciences, National Center for Education Statistics, Program for
International Student Assessment (PISA) 2015, State Results: Puerto Rico.
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EXHIBIT 1: PROJECTED PRE-FISCAL PLAN DEFICIT (BEFORE THE HURRICANES)

0

- = Net surplus/(deficit) - before contractual debt service = MNet surplus/(deficit) - after contractual debt service

FY18-23
cumulative
deficit;
$19.2B

FY18-23
cumulative
deficit;
$34.7B

gL
FY18 FY19 FY20 FY21 FY22 FY23

In light of the debt crisis and unsustain able path of t hefindbees,er nment
when the Oversight Board was appointed in 2016, it set out to find long -term
solutions , certifying Fiscal Plans that have established the following priorities:

y Creating alean er, more affordable government . The Oversght Board has outlin ed
necessary operational changesto streamline the Government and enable the reduction of
unnecessary administrative expenses Such reforms include improving management of the
public education system, pursuing civilianization to enable more sworn police officers to
move into the field, consolidating agencies to enable coordination and back-office
efficiencies, reducing the correctional system footprint to enhance staffing practices,
privatizing WIPR, incorporating best practices in digi tization, and improving Elections
Commission operations. As such, the Oversight Board has identified how to remove
barriers to efficient and effective government service delivery.

y ldentifying specific actions needed to reform the structure of the economy
and create the conditions for g rowth in Puerto Rico . The Oversight Board has
provided a comprehensive plan for as well as targeted investments todrive economic
growth by improving participation in the formal labor market ; spurring job creation;
transformin g the education system improving access to reliable infrastructure and
energy; and supporting the people of Puerto Rico through workforce development
programs.

y Increasing transparency of and controls over Government finances . By
instituting b udgets designed at the cost concept level,regular reporting on cash and actual
expenditures, formal processes for reapportionments and allocation of capital
expenditures, and reviews of major contracts to ensure fiscal plan compliance, the
Oversight Board has given stakeholders a common fact basearound the Gover nment 6s
fiscal situation and reduced superfluous and non-transparent spending.

y  Directing resources to front line s ervice delivery . The Oversight Board has
enhanced the impact of Government spending through pr iority investments in areas of
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demonstrated need such as public safety, health care, and education and to enable
response to natural disasters.

y Maximizing the  impact of federal investments in Puerto Rico . The Oversight
Board has placed particular emphasis on aligning federal funds towards investments that
will accelerate progress as much as possible against the key reform areassuch as
infrastructure, COVID-19 response, health system improvements, educational outcomes,
and economic growth.

While Fiscal Plans have been able tooutline potential major improvements, progress within
the Government has been slow overall. Government agencies have reduced expenditures, but
typically not in the fashion that the Oversight Board required in its Fiscal Plans. Instead of
rethinking business processes and ways of working, agencies havalmost exclusively relied on
attrition and early retirement programs broadly applied to reduce expenses in ways that may
cause longertermriskstot h e Go v e ahility & ddliv@rsservices. Progress has also been
limited across other key reforms. Some examples include:

y* Actions to consolidate government agencies and to allocate resources away from
back office to front line activities have been severely slowed or abandon ed
altogethe r.

y There continue to beissues wit h financial transparency and accountability given
delays in system integration (e.g., ERP and accounting systems are still disconnected)
issuance of consolidated audited financial statements,and establishment of a robust OCFO
function to ensure a coordinated Government fiscal management effort across budgeting,
implementation, personnel , and procurement.

y Efforts to improve ease of doing business in Puerto Rico have not resulted in meaningful
change, andPuerto R i c cEése of Doing Business rankings contin  ue to decline
as other jurisdictions have improved, contributing to low levels of new investment .

y  Labor force participation has not increased given the Governmentos

pursue comprehensive private sector labor mark et reform, coupled with a major delay in
institution of the NAP work/volunteer requirement and limited public communication
efforts to raise awareness of thenew Earned Income Tax benefit.

y While the Government has completed the transition to a single region managed care model
for Medicaid, it has stalled in pursuing value -based health system reforms and
Medicaid fraud, waste, and abuse reform initiatives

y Investments that Fisc  al Plan s have funded for the addition of staff or improvements
in compensation (e.g., police civilian admin staff, Forensics technicians/specialists, police
insurance and Social Security) have not be en spent as intended and are often
delayed, diluting thei  rintended effect

In order to overcome the challenges facing the Island and to ut Puerto Rico on a sustainable
trajectory, it is important for the Government to commit to urgent reform.

* k* %

Puerto Rico can overcome this current public health and economic crisis. It will

be a difficult road ahead over the coming months and years, butthe people of Puerto Rico have
proven their resiliency . It is with that in mind that the 2020 Fiscal Plan lays out a blueprint

for actions that the Government must take to responsibly prepare for the future,
notwithstanding uncertainties or further difficulties .

Puerto Rico must ur  gently adopt a series of bold actions to improve its fiscal and
economic trajectory. Long-term trends have only been exacerbated by the impact of
COVID-19and damage from the hurricanes and earthquakes that have raszaged the Island, and
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the economic future of the Island is more uncertain than ever. Now more than ever reforms
and government efficiency measures areessential to counter negative growth, creat the best
possible conditions for the people and businesses & Puerto Rico, and to make the Government
of Puerto Rico more efficient, effective, and responsive to its residents.

The 2020 Fiscal Plan reflects the fact that the Government has not taken sufficient action to
transform government service delivery. As such, it provides a one -year pause in most
categories of government rightsizing to allow the Government to focus on
implementation of efficiency reform  s. Rather than further delay progress, the purpose
of this pauseis to ensure every possibility of succesful, focused implementation. The Fiscal
Plan includes detailed actions, timelines, and milestones that will require urgent action over
several yearsby the Government to make progress.

Government efficiency and other fiscal measures

The 2020 Fiscal Plan proposes a set ofGovernment efficiency measures that the Government
mu st take (fAimeasureso) to increase gover
responsive:

y Agency efficiencies : Consolidating agenciesto leverage valuable human and financial
resources, centralizing procurement to achieve greater purchasing power and
transparency, transforming processes, and deploying new management tools and practices
to deliver better governmental services for substantially lower cost

y Creation of Office of the CFO . Instituting fiscal controls and accountability,
centralizing fiscal authority, and improving governance, accountability, and transparency
over budgets, reform implementation, procurement, and personnel

y Medicaid reform : Taking the necessarysteps to curb fraud, waste, and abuse in the
healthcare system,ensuring that resources are directed to those in need of health services,
and improv ing health outcomes on the Island

y Enhanced tax compliance and optimized taxes and fees . Employing new
technology and other innovative and commonly-used practices in other jurisdictions to
broaden the tax base, reduce fraud, and improve fairness to boost overall tax revenuesand
adjusting existing taxes and fees to capture revenues from underleveraged sources

Yy Reduction of appro priations : Encouraging sound fiscal self-management and
revenue generation among municipalities and the University of Puerto Rico by reducing
central Government appropriations, while meeting the needs of students facing financial
challenges with the creation of an independently-managed, mears-tested scholarship fund

y Comprehensive pension reform . Improving the financial stability of public
employees through reforms that maintain enough funds to comply with the payment of
pensions and provide the administrati on necessary tocreate a defined contribution plan
for employees

The impact of these measures on revenues and expenditures is demonstrated irExhibit 2.
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EXHIBIT 2: IMPACT OF REVENUE AND EXPENDITURE MEASURES ON OWN
REVENUES AND EXPENDITURES

Impact of measures on Government revenues and expenditures, $M

Pre-measures and structural reforms === === Post-measures and structural reforms Fiscal Measures,® $M

35 182 232 233 398 450 457 462
17,000
own 16,000
revenues’
15,000
0°c
49 526 -50 -127 1,132 1,594 1,748 1,905
16,000 -
Own 15,000
expen-
ditures? 14,000
13,000
0-F

Investment in COVID  -19 response and other core priorit y investments

To ensure successful delivery of the above efficiency measures and to allocate resources to the
areas of highest need, the, the 2020 Fiscal Plan also includes substantial investments.
Categoriesof investment include:

y Immediate support for COVID -19 respons e: Recognizing the imperative for the
public health system to focus its efforts on slowing the spread of COVID-19 and healing
those affected, as part of the Emergency Measires Support Package certified on March 28,
2020, the Oversight Board approved $787 million in additional expenditures solely
focused on COVID19 response. These funds are intende:
frontline workers (including public and private nurses and technicians, police, certain
correctional staff, and professionals managing taxes and financial operations), medical
and public safety supplies and capital expenditures, distance learning in the public
education system, and $100 million in supp ort for municipalities facing reductions in
revenue due to the pandemic.

y Investing in critical healthcare infrastructure: The Oversight Board proposed the
Government to use remaining FY2020 funds to invest in near-term improvements to the
I sl and?o sre infeastructute.c Tdhese opportunities, which have previously been
recommended by the Oversight Board but have not yet received Government agreement,
represent $313 million of investment in areas that include addressing critical
infrastructu re gaps in public hospitals (e.g., the renovation of functionally -obsolete
facilities, purchase of power generatorg, instituting and expanding the use of Electronic
Health Record programs, expanding access to care through developmat of telehealth
infrastructure, enhancing access to opioid medication and treatment programs, and
providing scholarships to healthcare students who are committed to working in
underserved areas of Puerto Rico.
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Enhancing healthcare services: The 2020 Fiscal Plan builds on the strategic
healthcare investments from prior Fiscal Plans to stabilize and improve the healthcare
system. It directs $586 million to improve the availability and quality of care under the

Medicaid system, maintain nurse and health professional staffing levels, increase hospial
capacity through major capital projects, operationalize the Comprehensive Cancer Center,
and enable operational efficiencies.

Safeguarding public safety : The 2020 Fiscal Planadds to prior investments, enabling
almost $1.3 billion in public safety funding. This includes continuing significant
investments made in the May 2019 Fiscal Plan to provide sworn police officers with more
competitive salaries and benefits (including, life and disability insurance, Social Security
coverage), as well as the finalof three installments to cover back pay for police, which
represents ~$122 million in FY2021. These investments are meant to ensure that more
sworn officers can remain on Island and serve in the field. Given the emergencies that
Puerto Rico has recently experienced, the Oversight Board also believes it is ever more
important t o ensure that there are enough emergency response personnel available to help
residents. The 2020 Fiscal Plan provides funds to recruit paramedics and dispatchers, hire
additional specialists at the Forensic Sciences Institute, support salary increases for
firefighters, and provide public safety equipment, materials, and vehicles.

Driving education outcomes . The Oversight Board has long recognized that
significant and thoughtful investm ent in the educational system is key to a stronger
economic future for Puerto Rico. The 2020 Fiscal Plan includes over $760 million for
strengthening English Language Learning training for teachers, bringing psychologists on
staff to provide evidence-basedtherapies for Special Education students, hiring additional
public-school nurses, driving digitization to improve management and reporting, and
compensating transitory teachers and directors, who PRDE mistakenly excluded from the
FY2019 and FY2020 salaryraises previously funded by the Oversight Board.

Strengthening the techn ology sector: Addressing the digital divide is critical to
ensuring that all residents of Puerto Rico can take advantage of the welldocumented
socioeconomic benefits afforded by Internet connections (e.g., telehealth, distance
learning, remote work). Impo rtant infrastructure gaps remain, particularly across rural
areas of the Island. The 2020 Fiscal Plan includes $400 million to expand access to
broadband for the residents of Puerto Rico, thereby improving economic opportunities for
those in rural areas. The 2020 Fiscal Plan also recognizes that technology skills are critical
for the future of the workforce; it thus includes $50 million in funding to invest in
workforce development, specifically focused on business and technology-related
disciplines.

Reactivat ing the manufacturing sector: The COVID-19 pandemic has made it

apparent that most raw materials and medical products necessary to ensure natonal

security are manufactured in China, India, and other countries outside the US This

represents a unique opportunity for Puerto Rico as a capable and reliable venue for
manufacturing under the US flag. As part of implementation of the 2020 Fisc al Plan, the

Oversight Board will conduct a comprehensive study to update the facts andacquire the

knowledge necessary for the private sector and the Government to define a comprehensive
and actionable plan to reactivate the manufacturing sector in Puerto Rico.

University of Puerto Rico : The 2020 Fiscal Plan provides $43 million in FY2021 for
the UPR scholarship fund and a total of $179 million over FY2020-FY2025 to meet the
needs of the most financially vulnerable students. The 2020 Fiscal Plan also provides $30
million for an independently-managed sdolarship fund for healthcare (e.g., medical,
dental, nursing) students and residents who commit to serving in rural and underserved
areas.
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y Supporting the needs of municipalities: In addition to the $100 mill ion in support
post-COVID-19, the Fiscal Plan ncludes several investments to support municipalities.
These include: $185 million available through July 31, 2020, for a short -term liquidity
facility to ensure that monthly property tax remittances can continue to be advanced to
municipalities (given maj or delays in tax payments), thereby supporting the viability of
municipal operations ,* $110 million ($22 million per year through FY2025) as an incentive
for voluntary service consolidation, and up to $ 92 mill ion to fund demolition and debris
removal projects for municipalities in the southwest region of the Island.

y  Transforming government services: The 2020 Fiscal Plan includes $94 million to
support hiring of additional staff in core programs (e.g., NAP, GSA procurement initiative)
as well as incentives b drive change in government, including to publish the 2017 CAFR,
conduct an analysis of the correctional system footprint to enable consolidation,
implement a common ERP system, and publish private sector incentives.

y Expediting reconstruction efforts: The 2020 Fiscal Plan provides for $750 million in
working capital to be made available to facilitate FEMA-approved reconstruction efforts.
These fundswill accelerate rebuilding efforts by providing the necessary capital upfront,
with repayment via reimbursement from the Federal Government.>

The goal of these investments is to ensureat agencies can continue to provide the services
residents depend on while implementing the necessary efficiencies needed to maintan
sustainable operations on Island.

Structur al reforms

Since 2017 the Oversight Board hasworked with the Government to implement numerous
structural reforms, but there has been little meaningful progress in most areas. The structural
reforms remaini ng in the 2020 Fiscal Plan are those where therehas been ailgnment with the
Government on the need to pursue change. Thatbeing said, as a result ofnatural disasters and
poor implementation, meaningful progress on most reforms has been delayal. As such,the
2020 Fiscal Plan provides an updated forecast reflecting such delays but also outlining the
potential positive impact looking forward (Exhibit 3).

The 2020 Fiscal Plan outlines the following struc tural reforms:

Yy Human capital and welfare reform : Promoting participation in the formal labor
force by creating incentives to work through Earned Income Tax Credit (EITC) benefits
and Nutritional Assistance Program (NAP) reform, as well as providing compreh ensive
workfor ce development opportunities. EITC and NAP reform are projected to increasethe
economic growth rate by 0.15% in FY2026.

y  K-12 education reform : Transforming the K-12 education system to dramatically
improve student outcomes and contribute to an effective workforce in the long-term.
Education reforms are projected to add 0.13%to the GNP growth rate between FY2037-
2049.

y Ease of doing business reform . Improving the competitiveness and attractiveness of
Puert o Ri c oby sdueng the obstacles to starting and sustaining a business
through improvements to the processes toobtain permits, register property, and pay taxes
and by establishing best-in-class entities to attract investment and increase tourism. These
reforms are projected to drive a 0.30% uptick in overall growth by FY2025.

The liquidity facility is considered a use of the Commonwealth balance sheet, not a Fiscal Plan expense.

The working capital facility is considered a use of the Commonwealth balance sheet, not a Fiscal Plan expense.
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y  Power sector reform : Providing lower cost and more reliable energy through the
transformation of PREPA, the establishment of an independent, expert, and well-funded
energy regulator, and the development of cleaner and lower cost power generation. This
reform is projected to increase growth by 0.30% by FY2024.

y Infrastructure reform . Integrating all transit assets under PRITA, so it can act as a
unitary transit authority managing all transit assets on thelsland (e.g., al buses, ferries,
Tren Urbano), and reforming the public transportation sector more broadly .

EXHIBIT 3: IMPACT OF STRUCTURAL REFORMS

Impact of structural reforms?, $M

April 2018 Fiscal Plan 2019 Fiscal Plan . 2020 Fiscal Plan 90,280
2,650
34,227
887 24,665
694
506
340 257 584
18 107 172 125 242
44 44 34
0_0o 9 0 8 el — | I
FY20 FY21 FY22 FY23 FY24 FY25 FY?20-25 FY?20-49

1. Structural reforms beginin FY22, and thus have no impactfrom FY18-FY21

The 2020 Fiscal Plan includes detailed activities, timelines, and milestones required to achieve
this impact.

Implementing these struc tural reforms and fiscal measures fully on a timely
basis will enable the Island to move closer to a reality in which it has low-cost and reliable
energy, robust infrastructure, more incentives to enter the forma | labor market, an improved
regulatory and permitting environment, and a more effective and efficient p ublic sector. That
said, these reforms are insufficient to put the Island on a path to growth, nor do they allow
Puerto Rico to avoid future deficits, which begin in FY2032 (see Exhibit 4). Thus, in the near
future, the Government will be required to take additional measures, such as improving labor
market flexibility through repealing restrictive laws and pursuing meaningful tax reform to
broaden the base of collection and lower rates. These incremental structural reforms go
beyond the five-year framework of this 2020 Fiscal Plan and are required to be able to have
balanced budgetsmoving forward . Many of these reforms i which would reduce deficits and
therefore make funds available for a variety of potential uses, most importantly to invest in the
people of Puerto Ricoi have been proposed by the Oversight Board, but the Oversight Board

cannot implement them without t he support ofdGddwemento Ri cods
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EXHIBIT 4: 2020 FISCAL PLAN PROJECTED SURPLUS BEFORE AND AFTER
MEASURES AND STRUCTURAL REFORMS

Gap/surplus before and after measures and structural reforms, Si

@ Fost-measures and structural reforms real GNP growth rate
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In conclusion, the Government of Puerto Rico cannot afford to meet its current

contractual debt obligations, even with aggressive implementation of the
included reforms and measures. The cumulative effect of multiple unprecedented
natural disasters, on top of a decadelong secular recession have left Puerto Rico with
substantially dim inished resources and capacity. Evenwith implementation of far -reaching,
growth-inducing structural reforms, the 2020 Fiscal Plan projects that the Government
cannot afford to meet its current contractual obligations. Recognizing the importance of the
ongoing Title Il proceedings, but takin ginto account these realities, the Oversight Board has
paused discussion and prosecution of the Plan of Adjustment and the corresponding
Disclosure Statement filed on February 28, 2020. The Oversight Board recognizes hat the
development of the February 2020 Plan of Adjustment proposed a sustainable debt burden
for the Commonwealth, while garnering the support of General Obligation and PBA
bondholders holding in excess of fifty-nine percent (59%) of such indebtedness, @
approximately $10 billion. This was an important milestone and achieved through the
assistance of theTitle Il Court& mediation team promoting dialogue among the Oversight
Board and the Plan Support Agreement Creditors, all acting in good faith to achieve a
consensual resolution of the Canmonwealth & legacy debts. Clearly, the onset of the COVID
19 pandemic has raised the speatr of both near-term and long-term material, adverse impacts
from the virus upon the people of Puerto Rico and its economy. While the severity and the
duration (incl uding the possibility of recurrence) of the pandemic, as well as thefull extent of

federal support, are unknown,t he Over si ght Boardods current

the filed Plan of Adjustment has been, and remains, appropriate and necessary. The 2020
Fiscal Plan lays out a prudent and integrated set of actions to restore fiscal balance in the short
term and outlines opportunities for more ambitious additional reforms to create the
conditions for long -term fis cal balance.
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PART I: ContextforPuert o Ri cod0s <cur
economic and fiscal challenges

Chapter 1. Long-term economic trends in Puerto Rico

Even before suffering a series of natural disasters in the form of hurricanes, earthquakes, and

the COVID-19 pandemic from 2017-2 0 2 0 , Puerto Ricob6bsnaamtaomy ha
structural decline for over a decade. The Government had defaulted on much of its debt, and

nearly half of Puerto Ricans lived below the national poverty line. The reasons for these

problems are multiple, but the root causes stretch back 40 yeas.

In the 1940s and 1950s, led by Operation Boos t r a p , Puerto Ricobs econom
productivity increased by 5% per annum as it transitioned from an agricultural -led to a
manufacturing -led economy. Howeve, as economic performance began to detine in the

1970s, the federal government adoptedtwo significant policies to help Puerto Rico shore up

its economy.

First, transfer programs increased dramatically, particularly as Puerto Rico started receiving

Nutri tional Assistance Program (NAP) funding, eventually providing, in aggregate, a

proporton of r esi dent sd per s on alUSmaniarm average.tinadditiomas t wi ¢
to raising costs for the Government, these programs, at times, created disincenives to work

due to benefits that were high relative to wages available in the formal labor market.

Second, in 1976, Section 936 of the federal tax code was introduced to promote investments

by companies that <coul d tr an ®dodico, ant thereby shift nt an g i
profits to the Island. These Section 936 companies, which wee mostly in pharmaceuticals and

|l i fe sciences, became a pillar of Puerto Ricoo0s
and local banking deposits, and contributing substantial tax revenue. In the same year, Puerto

Rico passed Law 80, which instituted protections against wrongful discharge for Puerto Rican

workers and mandated severance for firms attempting to remove employees. This law made

Puert o Rintakeél significanbyonore rigid and placed it out of step with the prevailing

labor markets in the US

In 1996, Congress decided to end Section 936, gradually phasing it out by 2006. In the face of
an anemic local private sector, the Government also eypanded its employment to the point
that, by 2000 , 30% of Puert o Rimmerdandadfol#@o ofweorkars with Go v er
college degrees worked in the public sector. Major sectors such as water, electricity, and ports
are still run by public corporati ons, and have consistently created a drain on he economy by
delivering lower quality ser vices at high costs while crowding out private investment. There
was also pervasive crosssubsidization among the Commonwealth, public corporations, and
other parts of the public sector that obfuscates financial management and accountability.
Finally, ther e was a high degree of political interference in decisions that affect every aspect of
Puerto Rican life. As a result, Puerto Rico underperformed on all important measures of a
modern economy, including educational attainment, cost of electricity, quality of water, tax
compliance, and labor market participation.

To promote the private sector, the Government undertook a broad tax incentives policy that
led to a highly complex web of non-transparent subsidies and special tax arrangements. These
actions neither promoted growth nor treated companies equitably, often discriminating

against Puerto Rican companies in favor of multinational companies. Moreover, this system
created no inducement for new investment without si milar tax incentives, further eroding the
potential tax base. In addition , generous Government and federal transfer programs taken
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together, produced disincentives to formal work, given the potential loss of housing and/or
healthcare, while increasing the share of the informal economy. Tax compliance has never
been adequate in Puerto Rico, and it became increasingly difficult in this environment.

Government revenues suffered and became increasingly hard to feecast. Taken together with
unmanageable and unconnected systems of accounting acros€sovernment entities, as well as
delayed financial audits, fiscal discipline eroded. To make up for this recurring and growing

budgetary shortfall, the Commonwealth turn ed to debt markets. Puerto Rico bonds found
themselves in every corner of theUS bond market and, as investor appetite began to wane, the
Government turned to securing new debt by conditionally pledging various revenue streams.
The result was a highly complex financial structure that limited transparency as well as
financial accountabili ty and management.

When the Great Recession hit in 2008, Puerto Ri
and financial position. Since then, the economy has cortinued to worsen. Puerto Rico has seen

its GNP shrink by 20%, labor force participation f all to a record low of 39%, and population

decline by 15%.5 Puerto Rico is much poorer relative to the mainland US today than it was in

1970.

Chapter 2. Enactment of PROMESA

By 2016, Puerto Rico had accumulated over $50 billion in unfunded pension liabilities and

over $70 billion of debt and was facing an imminent default. Because Puerto Rico and its

public corporations cannot take advantage of Chapter 9 of the US Bankruptcy Code, and an

attempt to create a territorial bankruptcy law was struck down by the US Supreme Court,
Congress stepped in to head off Puerto Ricobs f|
Rico Oversight, Management, and Economic Stahlity A ct (PROMESA). PROMESA imposed

an automatic st ay abligatibns end traatedRhie dinahicgal Qverdight and
Management Board f dcOMBduenrt & ORiec i @Qthhe Bobar do) . Tt&t
is tasked with restructuring Puerto Rico 6 s ggeribgadebt burden and restoring sustained

economic growth to Puerto Rico so that the Government can achieve fiscal balance andegain

access to the capital markets.

Immediately after its formation, the Oversight Board began working with the Gover nment of

Puerto Rico to create a Fiscal Plan that would help the Government achieve fiscal
responsibility and regain access to the capital markets. The initial outcome of this work was

the Commonwealth Fiscal Plan that the Oversight Board certified on March 13, 2017 (the

AMarch 2017 Fiscal Pl anod) . DBbvardfiedformtedllt pradgectbrat er , t
for the Commonwealth Government, COFINA, HTA, ERS, and PREPA. Then in September

2017, Hurricanes Irma and Maria struck the Island, causing great devastation and
fundamentally altering t hey, dnddltimatalydeguiringaacnewo e c o n o m
Fiscal Plan.

6 GNP and population decline represent the change between 2008 and 2018 per data from the World Bank Group6 $Vorld

Development Indicators
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Chapter 3. Fiscal plan updates due to natural disasters
and emergencies

Over the last three years, the people of Puerto Rico have endured a seeis of natural disasters
and emergencieswithout precedent in modern history.

On September 6, 2017 and September 20, 2017respectively, Hurricanes Irma and Maria

struck Puerto Rico, causing unprecedented humanitarian, economic, and infrastructure -

related damage s and wupending the daily | ivesidenfs. Puert c
Thousands of residents were left homeless, basic utiities were completely shut down, and

schools, hospitals, and businesses were destroyed. Tens of thousands of Puerto Ricankefl the

Il sl and. The feder al gover nme n tlafgest ancensoptacamplex has b
disaster recoveryefforts in US history.

The damage inflicted on Puerto Rico bythe Hurricane s required the March 2017 Fiscal Plan
to be revised. Therefore, on October 31, 2017, the Oversight Board formally requested that the
Government submit a revised Fiscal Plan for the Commonwealth and its instrumentalities
based on the new posthurricane realities. After months of hard work, engagement with
stakeholders, and intense negotiations with the Government, the Oversight Board developed
and certified the April 2018 Fiscal Plan to reflect the post-hurricane environment . This Fiscal
Plan also provided for the implementation of incremental structural reforms, in p articular
focusing on improving the competitiveness of the local labor mark et.

As a result of Government and Oversight Board discussions concerning the necessary
legislative actions to deregulate and make the private sector labor marketmore competitive,
the Oversight Board certified an updated Fiscal Plan in May 2018. This Fiscal Plan provided
for a series ofinvestments that would be contingent upon the successful implementation of
key labor market reforms. Unfortunately, the lack of political will to pas s this much needed
private sector labor reform required the Oversight Board to update and certify another Fiscal
Plan in June 2018 to reflect the removal of this element of structural reform from the plan and
the growth forecasts. The October 2018 Fiscal Pan was subsequently certified to reflect actual
revenue and expenditure numbers, refined healthcare projections based on actuarial
estimates, new federal funding estimates, and changes inthe Governmentd sconomic growth
policy objectives.

The budgetary process under PROMESA requires the annually-certified budget to be
consistent with the certified Fiscal Plan. In light of the many variables in the forecasts, the
Oversight Board has chosen to annually updateand certify a Fiscal Plan for accuracy and to
serve as the most updated information for the purposes of certifying an annual budget. As a
result, prior to the adoption of the FY2020 Certified Budget, the Oversight Board certified the
2019 Fiscal Plan which incorporated updates for new information and data from a wide
variety of sources. It revised the macroeconomic and popuktion forecast in light of slower
disaster recovery funding rollout, faster unwinding of the associated stimulus, and more
recent federal and Puerto Rico economic statistics. It also updated the forecasted economic
impact of structural reforms to reflect s lower than expected implementation. Finally, it re -
balanced spending across agencies to enable investments in police and public safety,
healthcare, and education.

On December 28, 2019, the first of many earthquakes shook Puerto Ricqg registering at a
magnitude of 4.7 on the Richter scale. On January 6, 2020, Puerto Rico experienced a5.8
magnitude earthquake. The next day, Puerto Rico experienced a magnitude 6.4 earthquake,
the most destructive earthquake in a century. On that same day, January 7, 2020, the
Oversight Board approved the Governmentds reque:
Reserve funds for FY2019 and FY2020 ($260 million in total) in order to bolster the respo nse
to the earthquakes. On May 2, 2020, an earthquake with a 5.4 magnitude struc k Puer t o Ri co
southwestern coast. The seismic event, which briefly knocked out power in some areas, hit
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near the city of Ponce. This earthquake represented one of 1,000 overall earthquakes of
magnitude 3 or greater in 2020, with six being over magnitude 5.5. Hundreds of structures,
including homes, local government institutions, small businesses,and houses of worship, have
been damaged or destroyedby these devastating shocks According to a January 29, 2020
report, published by the United States Geologcal Survey (USGS), there is a high likelihood of
continued, material aftershocks.” While there will be fewer over time, Puerto Rico continues
to be at risk of potentially catastrophic earthquakes.

On top of the Hurricanes and earthquakes, Puerto Rico, like the rest of the world, was
confronted, seemingly overnight, with the global COVID-19 pandemic in early 2020, which
has required immediate and urgent action.

On March 3, 2020, the Oversight Board made available emergency reserve funds for use in
preparedness and response activities related to COVID19. In so doing, the Oversight Board
soughttosupport the Government &s litftherisktsthetpeoplamb ve qui
Puerto Rico to the maximum extent possible. On March 15, 2020, Governor Vazquez signed

Executive Order 2020-0 2 3 . This Executive Order direncted th
Puerto Rico as of March 15 at 6: 00 wlockdoon f or t w
earlier than any US state. The Executive Order also imposed a curfev from 9:00 p.m. through

5:00 a.m. during which time all residents of Puerto Rico were to remain in their residences.

However, only businesses related to the distribution of food, medical supplies and equipment,

gas, financial and banking institutions, and elderly care centers were excluded and remained

open. In addition, the Government closed San Juan Bay to cruise ship vessels effective as of

March 17, 2020. On March 30, 2020, Governor Vazquez announced that, based on
recommendations from t he Go v e rHealthe Taskforee and the continuing state of

emergency, the closure of businesses and cudw established in the Executive Order was

extended until April 12, 2020.

The effects of public health crisis have been far reaching and devastatingi both as a
humanitarian crisis and economically. To provide additional support to the Island in
responding to the COVID-19 pandemic, the Oversight Board, on April 2, 2020, certified the
FY2020 Emergency Measures Support Package budget. This $787 million budgetary
allocation was designed to give the Governmentthe resources neededo be able to respond to
the significant difficulties arising from the Emergency Measures instituted to contain a nd
mitigate COVID-19. More specifically, it provided direct financial support payme nts to self-
employed individuals and small businesses, bonuses for frontline workers, funding for medical
supplies, support to municipalities, and resources for PRDE to purchase equipment to
facilitate distance learning.

Governor Vazquez has issued an addional fifteen executive orders in response to COVID-19

to address, among other things, the homeless, school and private sector closures, acquisition

of goods and servicesuse of the National Guard, prompt diagnosis of COVID-19, special leave

for public employees affected by COVID19, the creation of a medical task force to advise

Governor Vazquez, and the state of emergency due to the pandemic. Taken together, these

measures aim to protect the physical, mental, and economic health of the people of Puerto

Rico, while preserving the social fabric of the

Executive Order 2020-033, enacted on April 12, 2020, included an extension of the shelter-
in-place directive up to May 3, 2020. It also included a curfew from 9:00 PM to 5:00 AM and
authorization to operate a limited number of businesses deemed as essential. On April 14,
2020, Governor Vazquez announced she was amending the curfew established pursant to EO
2020-33 to be in force from 7:00 PM to 5:00 AM. EO 2020 -033 also allowed somewhat more
flexibility than previous orders, particularly by trying to promote working from home and

7 us Geological Survey, 2020 Southwest Puerto Rico Earthquake Sequence (January 29, 2020)
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slightly expanding the list of essential businessesSince the original March direction, Governor
Vazquezhas i ssued sever al eshekenis-placepslict o Puert o Ri co

On May 1, 2020, the Governor issued Executive Order 2020038, which extended Puerto
Ri ¢ o 6 s -insphaeeIpeariedruntil May 25, 2020 but also lif ted certain business restrictions
to allow limited openings of certain industries, shops, and services at specific times while
continuing to observe social distancing rules. This initial reopening is limited to primary and
specialist doctors and dentists, animal shelters, vehicle repair and parts services, laundromats,
elevator inspections, removals, services to ports and airports, air conditioner repair and
maintenance services, notary services, and critical infrastructure services, among others. As
the Government observes the results of this limited reopening, the Government will re -
evauate and further amend business restrictions as necessary to promote economic recovery
while preserving health and safety.

On May 21, 2020, Governor Vazquez issued an exective order that further allowed certain

business operations, sports activities and worship services to gradually restart Tuesday, May

26. Social distancing me a0 PMte 500 AM putfeywwillramach t he | s
in effect until June 15.

In order to enhance coordination with the private sector, the Health and Economics task forces

were constituted. The Health Taskforce is led by Dr. Segundo Rodriguez, head of the

University of Puerto Rico Medical Sciences Campus. The Economics Taskforce, whichuses

FEMAGs Business Emergency Operations QteRitcoer fr an
in the aftermath of Hurricane Maria. With this previous emergency management experience,

the Economics Taskforce was able to start executing quickly and is led by Bg. Emilio Coldn,

former president of the P.R. Homebuilders Association. These deckive and aggressive

measures have helped the Island control the infection rate of COVID-19.

It is with this unprecedented change to the economic and public health climate th at the 2020
Fiscal Plan has been certified. As with prior Fiscal Plans, it includes updates for new
information about government revenues, expenditures, and reform efforts tha t have come to
light in the past year. It also includes an analysis of the implications of recent earthquakes,
and the current global COVID-19 pandemic. In light of the unprecedented uncertainty of the
current environment, the 2020 Fiscal Plan displays an alternative downside scenario for
informational purposes only thatis based onthe | nt ernati onal Monet ary F
alternative growth projection for the US economy (discussed further in Chapter 4). Finally, it
includes a one year delay in incremental government efficiency savings epectations to allow
the Government to focus on the implementation of neededefficiency and structural reforms .
In FY2021, to the Government must center all efforts on making the necessary changes to how
the government operates and delivers government senices, as well agaking steps to improve
the conditions for investment in the economy in a post COVID-19world. Now, more than ever,
it is essential that the Government focus all of its attention and capacity on implementation to
better serve the people ofPuerto Rico in need of efficient government services and toeliminate
barriers to economic development and recovery from the unprecedented economic damage
causedby this series of disasters
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PART || .
economic sustainability

Chapter 4. Macroeconomic and demographic trajectory

The 2020 Fiscal Plan forecasts that the ecamomy of Puerto Rico will shrink by 4.0% in real
terms in FY2020, largely due to the COVID-19 pandemic, with a limited recovery of 0.5% in
FY2021 This recovery is then followed by negative real growth in FY2022 and FY2023 due to
the unwinding of fiscal sti mulus from federal fundin g in the aftermath of multiple natural
disasters and emergencies While the baseline scenario assumes gradual improvements
beginning in the summ er, under the illustrative alternative downside scenario, which assumes
that the pandemic does not recede in thesecond half of the year,the economy is projected to
shrink by 5.8% in FY2020 and again decline by 34% in FY2021 Exhibit 5 shows the real GNP
growth rates (in both the baseline and illustrative downside scenarios), after the impact of
measures, structural reforms, and disaster relief funding .

EXHIBIT 5: REAL GNP GROWTH RATE AFTER MEASURES, STRUCTURAL REFORMS,
AND DISASTER RELIEF FUNDING

Real GNP growth rate, %
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The baseline eeonomic outlook model, which forecasts GNP growth, primarily relies on a
comprehensive dataset on the Puerto Rican economy from 1965 to 2017. It includes dozens of
variables that collectively describe the Puerto Rican economy (e.g., growth, mpulation, capital
stock, etc.), and is largely impacted by four major factors: (a) the pre-hurricane trendline of
Puerto Rico, (b) impacts from the shocks of hurricanes, earthquakes, and COVID-19 on
economic activity, employment and the capital stock, (c) the stimulati ve impact of federal and
local relief assistance for hurricanes, earthquakes, andCOVID-19 (discussed in Section 4.2),
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and (d) proposed government efficiency measures and structural reforms (discussed in
Sections4.3 and 4.4).8

The 2020 Fiscal Plan also uses Congressional Budget Office (CBO) US inflation projections

along with global forecasts of oil and food prices f rom t he | MF6s Wor |

Puerto Rico inflation projections are summarized in Exhibit 6 and have been updated to reflect
the latest inflation trend prior to the on set of COVID-19, as well as the collapse in world oil

prices and the demand shock due to COVID-19that occurred in the fourth quarter of FY2020.

Given these effects, the2020 Fiscal Plan forecasts effectively zero inflation across FY2020 and
FY2021, with a brief dip into deflation in FY2020, followed by a reversion back to a lo nger-

term trend from FY2021 i FY2022.

EXHIBIT 6: ANNUAL PUERTO RICO INFLATION RATE

Annual inflation rate, %
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4.1 Impact of the global  COVID -19 pandemic

As the 2020 Fiscal Plan is beng written, Puerto Rico is over two years into the period of
recovery after the shocks of Hurricanes Irma and Maria, yet without any substantial start in

permanent reconstruction activities. As a further matter, the southern part of the Island has
recently been hit by the strongest earthquakesthat the Island had seen in decades. With the
onset of the global COVID-19 pandemic the economy of Puerto Rico virtually ground to a halt,
as the public health imperative for people to stay home has left all but the m ost essential
workers unable to travel to their places of business. There is still significant uncertainty about

the future of the global, US mainland, and Puerto Rican economies.

The Oversight Board has consulted numerous data sources and expert eanomists in both
Puerto Rico and the mainland to obtain the best insights possible into the current economic
conditions and prospects for recovery. However, there is no precedent for COVID-19in the
historical dataset that informs the Fiscal Plan macroeconomic model. As such, the Oversight

8 The forecast relies on a 60-year comprehensive dataset and applying statistical regressions to show the effects of multiple

yet distinct inter-related components of past hurricanes, exogenous developments, and economic policies on growth and
inflation.
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Board recognizes that there is considerable uncertainty around the near-term economic
outlook, as there remains a wide range of potential public health and economic outcomes for
Puerto Rico, the nation, and the world. Notwithstanding this uncertainty, the Oversight Board
has worked to develop a rea®nable base case with the information and experiencecurrently
available.

Impact of COVID -19 on theUS economy

Consistent with past practice, the Oversight Board primaril y relies on US government
economic forecasts to establish the general economic conditons within which the economy of
Puerto Rico evolves. On April 24, 2020, the CBO released its provisional forecast of US GDP
growth for FY2020 and FY2021, showing a real GDP declineof -5.6% in FY2020, followed by
a partial recovery of +2.8% in FY2021° The 2020 Fiscal Plan uses this forecast as a key input
to create the forecast for the economy of Puerto Rico.

Given the unprecedented uncertainty of the current environment, the 2020 Fiscal Plan also
displays an alternative downside scenario for informationa | purposes only. Rather than

relying on current CBO estimates of US mainland growth, this scenario rel ies on an alternative
projection for US growth described in the International Monetary Fund 6 s Apr i | 2020
Economic Outlook. The IMF alternative scenario considers the implications if the pandemic

di dot fecede in the second half of this year, leading to longer containment periods,
worsening financial conditions, and further breakdowns in global supply chains. &0 In that

case, the IMF forecasts negative real growth globally in both 2020 and 2021, which the 2020

Fiscal plan estimates implies a-8.7% and-0.7%, decline in US growth, respectively.

Of course, while the Puerto Rican economy is currently experiencing an overwhelmingly
negative impact from COVID-19, it is possible that the economy could see some benefit from
the crisis. For example, if concerns over global supply chains result in increased domestic
pharmaceutical and medical supply manufacturing , and Puerto Rico is able to play a leading
role in the national portfolio of locations where this manufacturing relocates, the Island could
experience positive growth as a result However, given their uncertain nature , the 2020 Fiscal
Plan does not account for these potential scenarios.

The 2020 Fiscal Plan also does not explicitly include assumptions about the effectiveness of
global, US federal, and Puerto Rico measures to contain the spreadand impact of COVID-19.
Rather, the Oversight Board relies on the embedded assumptions included in the CBO and
IM F global and US growth scenarios.

Specific impacts of COVID-19 on the economy of Puerto Rico

After incorporating US mainland growth estimates, the 2020 Fiscal Plan forecasts the specific
impacts of the pandemic on Puerto Rico. The approachaccounts for two primary factors,
which are outlined below: (i) lost income from an enduring spike in unemployment, and (ii)

that the relative amount of income that will be replaced either directly by extraordinary

government support programs or indirectly as a pass-thro ugh from non-labor forms of federal
and local spending on the response (e.g., on public health infrastructure, distance learning for
education) (see Section 4.2).

To determine the lost income due to COVID-19, the Oversight Board has analyzed available
public and private sector forecasts of US unemployment and data from the Government of
Puerto Rico on initial unemployment claims through early May 2020. As of May 11 2020,
there were 275,569 initial claims for u nemployment filed in Puerto Rico (an average 0f34,446

9 & cB Oxument Projections of Output, Employment, and Interest Rates and a Preliminary Look at Federal Deficits for 2020
and 2021 o

10 \mF April 2020 World Economic Outlook Press Briefing. Note that the IMF base case is closer to the CBO forecast, and
shows a partial economic recovery in 2021.

27

Wi



filing per week) since the onset of the COVID-19 pandemic, well above historical trends of
~2,360 initial claims filings per week.11

Exhibit 7 illustrates the unemployme nt forecast that the 2020 Fiscal Plan uses to estimate
income loss on the Island. The forecast includes a gradual easing of unemployment though
FY2021, though unemployment levels at the end of FY2021 are still five percentage points
higher than at the onset of the crisis. The exhibit also shows a downside alternative scenario,
in which employment is slower to recover.

EXHIBIT 7: PUERTO RICO UNEMPLOYMENT FORECAST

Unemployment, thousands of people

401 401 Base scenario
268 365 375 381 1 Downside scenario
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Mar20 Apr20 May20 Jun'20 Jul'20 Aug20 Sep20 Oct'20 Nov20 Dec'20 Jan'21 Feb21 Mar21 Apr21 May'21 Jun'21

Baseline® 112 264 351 382 358 294 228 19.3 18.0 7.5 17.0 16.9 16.8 16.6 16.4 16.2

Downside % 11.2 264 351 382 363 31.0 26.9 229 212 206 19.9 19.8 19.6 19.5 19.4 19.2

Total unemployment figures include ~93k typical PR unemployment plus peak ~308k increase post-COVID

In light of terrible economic hardship for the people of Puerto Rico, and the US as a whole, the
federal and local governments have stepped in to provide much needed economic supporfor
residents on the Island. The following sections describe how the 2020 Fiscal Plan treats the

combined impact of ongoing disaster relief funding, as well as more recent economic support
in light of COVID -19.

4.2 Federal and local relief spending for Hurricanes Maria
and Irm a, earthquakes, and the global CovID -19
pandemic

4.2.1 Disaster relief spending from the 2017 Hurricanes

Disaster spending tends to have a shat-term stimulative effect on an economy post-crisis,
though not in the long term. In Puerto Rico, the level of committe d public and private disaster
relief spending is significant when compared to the overall size of the economy. Public ard
private disaster relief spending has and will continue to impact the economy in two ways:

11 United States Department of Labor, Employment & Training Administration, Unemployment Insurance Weekly Claims Data.
Historical trend represents the weekly average from January 2, 2010 through March 14, 2020.
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y  Stimulative impact from post -hurricane  disa ster relief  spending that is
greater than 100% of t h &hisistanulasrcah&ame i ndlthle GNP .
forms, such as construction companies hiring local, unemployed workers or workers from
the mainland US paying local withholding taxes and spending money for food and lodging.

y  Expected reconstruction of the capital stock on the Island. The 2020 Fiscal Plan
factors in significant damage to capital stock that is repaired, in large part, by this
significant infusion of federal and private monies, con tributing to growth in the long -term.

The 2020 Fiscal Plan projects that ~$83 billion of d isaster relief funding in total, from federal
and private sources, will be disbursed in the hurricane reconstruction effort over a period of
15 years It will be used for a mix of funding for individuals (e.g., reconstruction of houses,
personal expenditures related to the hurricane such as clothing and supplies), funding for the
public (e.g., reconstruction of major infrastructure, roads, and schools), and to cover part of
the Commonwe al t boSt®fdisabter releef funding (rétipients often must match
some portion of federal public assistance spend)(Exhibit 8).12

Of the total, ~$48 billion is estimated to come from FEMAG6s Di saster Rel i ef
Public Assistance, Hazard Mitigation, Mission Assignments, and Individual A ssistance. An
estimated $8 billion will come from private and business insurance pay outs, and $7 billion is

related to other sources of fedeal funding.

The 2020 Fiscal Plan includes ~$20 billion from the federal Housing and Urban Development
(HUD) Commu nity Development Block Grant - Disaster Recovery (CDBGDR) program, of
which ~$2.4 billion is estimated to be allocated to offset the Commonw ealth and its associated
e nt i expected FEMA-related cost-share requirements.13 This portion of CDBG-DR
funding will go towards covering part of the ~10% costshare burden on expenditures
attributable to the Commonwealth, PREPA, PRASA and HTA from FY2019 to FY2032. The
2020 Fiscal Plan allocates $4.7 billion for Pu e r t o cditimatoh&esponsibility . After the
CDBG-DR funds, out-of-pocket cost-share is reduced to $29 billion for Puerto Rico, including
the provision of $600 million from FY2020 to FY20 32 for Commonwealth cost-match reserve
funding in case fewer CDBG-DR funds than anticipated become available in a given year.

12 pyerto R Fnatohdresponsibibtyt was estimated using FEMA-provided data, adjusted by category as necessary for
waivers and exceptions

13 Estimate based on early assessment of CDBG-DR Action Plans for Puerto Rico (as published on March 31, 2020), as well
as patterns of cost share coverage from CDBG-DR in historical storms
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EXHIBIT 8: PROJECTED PRIVATE AND PUBLIC DISASTER RELIEF FUNDING ROLL OUT

Fy18.  FY19,  FY20, Fy21, FY22,  FY23,  FY24, FY25FY32 . _
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The major sources ofdisaster relief funding are detailed below:

y  FEMA Disaster Relief Fund : FEMA provides Individual Assistance to individuals and
families who have sustained uncovered losses due to disasters. FEMA also provides Public
Assistanceto state and local governments and cetain ty pes of private not-for-profits for
debris removal, emergency protective measures, and permanent repair to camaged or
destroyed infrastructure . Through both its Public Assistance Program and Hazard
Mitigation Grant Program, FEMA funds projects to reduce or eliminate long -term risks to
people or property from future disasters .14

y HUD Community Development Block Gr ant - Disaster Recovery (CDBG -DR):
HUD provides CDBG-DR funding that can be used for assistance to individuals,
businesses, state agencieson-profit organizations, and economic development agencies.
Funds are to be used in the most impacted and distresse areas for disaster relief, long-
term recovery, restoration of infrastructure, housing assistance and economic
revitalization. The 2020 Fiscal Plan assumes, based on the supplemental appropriation
included in the Bipartisan Budget Act of 2018, that ~$2 b illion will be used to repair the
|l sl andbés electric infrastructure ohakfort®e2. 4 bi |
Commonwealth and its instrumentalities. 1°

y  Private insurance funding: Large personal property and casualty losses have been
incurred in the aftermath of Hurricane Maria. An analysis of data from the Office of the
Insurance Commissioner of Puerto Rico, adjusted for self-insured and other types of

14 The 2020 Fiscal Plan does not attribute economic impact to FEMAO6s Administrative funding, W
personnel (primarily outside of Puerto Rico), travel, and other internal costs

15 As per the Puerto RicoDisast er Recovery Action Plan, April 2020, ofttedee cost sh
[FEMA] programs create a financial burden on subrecipients that will dramatically hinder the recovery process without
supplemental funding. To substantially reduce this burden, PRDOH intends to leverage CDBG-DR to meet these matching
fund requireme nt s é 0
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coverage, was used to determine the amount that has been paid out to individuals and
businesses for major damages.

y Other supplemental federal funding: Additional federal funding has been
appropriated to various agencies and projeds in Puerto Rico following the hurricane. This
money is directed at a wide range of recovery efforts, from reconstuction of damaged
buildings (for example, funding to repair damage to Job Corps centers in Puerto Rico) to
funding for health programs and environmental management (e.g., USDA funding to
repair water systems in rural areas) to additional funds for the Nutr itional Assistance
Program (NAP).

Disaster roll out for FEMA funds has been projected by subcategory to account for differences
in when funds are spent:

y Individual Assistance from FEMA was spent in the immediate aftermath of the storm

y* Public Assistance Categories A& B and Mission Assignments are used for debris removal
and emergency work, and therefore exhausted inthe early years of the reovery

y FEMA Categories GG and Hazard Mitigation are longer-term funding streams that are
spread out over 15 years, bsed on the latest estimates regarding the timethat it will take
to finalize reconstruction

Where data on obligations and disbursements of FEMA funds are available (i.e., for FY2018

to FY2020), the 2020 Fiscal Plan estimates actual spending for that fiscal year to be the

midpoint between obligations (when funds are officially awarded) and disbursements (when

the funds are spent). This is due  the timin g lag between obligation and disbursement of such

funding. CDBG-DR funds are assumed to be disbursed though FY2032, with program types
informed by the Puerto Rico DepActonRlansnnt of Housi n

The rollout for FY2020 and FY2021 for both FEMA Public Assistance and HUD CDBG-DR

have been updated to reflect the expected effects of theaCOVID -19 pandemic. The 2020 Fiscal

Plans assumes that a combination of restrictions on movement, materials, and travel will

result in a six- to nine-month delay in the ability to disburse federal funding. To date, FEMA

has continued to ramp-up activity and funding for hurricane -related projects; however, given
FEMAOGs increasing r ol e-19 thererwdlsbe pressurerog FEMA to COV I D
imp lement both mandates simultaneously.

The 2020 Fiscal Plan posits that, based on howdisaster relief funds are spent, these funds will
impact the economy in various ways: to build the capital stock of the Island through

constructing and repairing buildings or utilitie s, to directly impact the economy through

spurring consumption of goods and services on the Island, or to fund programs and services
on the Island. The 2020 Fiscal Plan estimates a different rate of passthrough to the economy
for each of thesedifferent t ypes of funding as follows:16

y A 15.5% passthrough rate is assumed for funding that is used to construct and repair
utilities, given the reliance on specialized labor and materials for such projects (e.g., FEMA
Category F Public Assistance furding towards constructing public utilities). The rest of this
funding flows to the Puerto Rico capital stock and therefore contributes to long-term
growth.

y A 23.5% passthrough rate is used for funding that is employed to construct and repair
residential, commercial, and school buildings given the ability to rely more on local labor
and materials (e.g., repair to public facilities damaged by the storm). The rest of this

16 Estimated using local contracts for PREPA, residential construction and school construction. These contracts were estimated

to have between 10% and 18% pass-through on the economy, respectively, which was then augmented by 5.5% average
spend on transportation and logistics on construction projects, which rely on 100% domestic labor.
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funding flows to the Puerto Rico capital stock and therefore contributes to long-term
growth .

y A 23.5% passthrough rate is assumed for funding that is directed towards programs and
services (e.g., privateinsurance payments to reimburse personal auto expenditures), as
this funding hits the Puerto Ric o economy through the labor associated with importing
and transporting. This type of spending does not contribute to the capital stock on the
Island, and therefore does not contribute to long-term growth.

y A 100% passthrough rate is assumed for funding that is used directly and in full to replace
income or stimulate spending on goods and services originating on the Island (e.g.,
disaster nutrition assistance). This type of spending does not contribute to the capital stock
on the Island, and therefore does not contribute to long -term growth.

y CDBG-DR funds put toward cost-share are not passedthrough to the economy. These
funds are used towards the local share of EMA projects whose value is already accounted
for in the respective categories.

The 2020 Fiscal Plan also assumes that $750 million in working capital will be made available
to address the liquidity constraints associated with the reimbursement nature of d isaster relief
programs, subject to certain guidelines, restrictions, and best practices that the Oversight
Board will establish. This will help to accelerate FEMA-approved reconstruction projects,
particularly for permanent projects. 17

4.2.2 Federal and local ec  onomic support in response to the earthquakes

The 2020 Fiscal Plan includes $595 million in funding from FEMA to cover the damage caused
by the earthquakes. This estimate (which is included in Exhibit 8 above) includes $505 million
in Public Assistance funding, of which $438 million is for Category B i Protective Measures,
$54 million is for Public A ssistance Management Costs, and $14 million is for Category Al
Debris Removal. The remaining amounts are divided between Individual Assistance ($80
million) and Mission Assignments ($10 million). The 2020 Fiscal Plan applies a 23.5% pass-
through rate on these funds as they are directed toward the reconstruction of public buildings
and facilities (seeSection 4.2.1). The earthquake-related federal funding is assumed to impact
the economy from FY2020 through FY2023. Additional federal funding (including FEMA
Category GG funding for permanent works ) may become available, however, there is no
estimate yet of damagesthat would allow for estimation of this additional federal funding.

4.2.3 Federal and local economic support in response to the COVID -19
pandemic

In response to the COVID-19 pandemic, both the Federal Government and Puerto Rico
Government have launched major relief packages to contain and mitigate the spread of the
pandemic, support residents and frontline workers, and hel p the 1 sl andés

On March 6, 2020, President Trump signed an $8.3 billion emergency COVID-19aid package.
At least $1.05 billion of this package will be distributed to state, local, and tribal government
efforts through grants and cooperative agreements with the Centers for Disease Control and
Prevention or as reimbursements from the Federal Government. The initial federal aid

packagewas focused largely on public health concerns.

On March 13, 2020, President Trump declared a national emergency in response to the
COVID-19 pandemic. The declaration allows the administration to utilize the Stafford Act, a

17 The working capital facility is considered a use of the Commonwealth balance sheet, not a Fiscal Plan expense.
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federal law governing disaster-relief efforts and makes$50 billion in emergency funding
available to states and territories.

On March 18, 2020, the Families First Coronavir us Aid Package was signed into lawThe bill
includes free COVID-19 testing for uninsured individuals, emergency paid sick leave,
expanded family and medical leave programs, unemployment assistance, food aid, and federal
funding for Medicaid.

A third phase of federal COVID-19relief, the Coronavirus Aid, Relief, and Economic Security
( @ARES) )Act, was signed into law on March 27, 2020. The relief package allocates
an estimated $2.2 trillion to battle the harmful effects of the COVID-19 pandemic. The
package is the largest fiscal stimulus package in modern American history and aims to
financially support both governments and businesses, provide relief to individuals, and
expand COVID-19 response measures, as well as build future resiliencyThe bill includes $150
billion of direct support to state and local governments. In addition, eligible individuals will
each receive a $1,200 direct payment, as well as an additional$500 for each dependent child,
in each case subject to income phaseouts. The bill also provides for additional unemployment
insurance benefits for individuals impacted by COVID-19, including increme ntal benefits of
$600 per week through July 31, 2020 and a 13-week extension in the amount of time than an
individual may collect benefits (from 2 6 to 39 weeks). On April 24, 2020, the US government
passed the Paycheck Protection Program and Health Care Ehancement Act, which can be
considered as an extension of the CARES Act. This package provides aadditional $ 482 billion
for small businesses healthcare providers, and expandeal testing to address the COVID-19
pandemic.

The 2020 Fiscal Plan includes an egimate, shown in Exhibit 9 below, of what portion of these
federal funds will be allocated to Puerto Rico, relying on a combination of direct federal
government sources and agency announcements,and, in some cases, based on historical
analogy (e.g., the American Recovery and Reconstruction Act of 2009).
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EXHIBIT 9: ESTIMATED COVID-19-RELATED FEDERAL FUNDS ALLOCATED TO

PUERTO RICO

EstimatedUs

EstimatedPuerto

Category Title(s)/ Section(s) Funding, Rico Funding,
Phase 1: Preparedness & Response Supp. Approp. Act Multiple 8,267 H
:;::3;: :]2 (03106 Phase 2: Families First Coronavirus Response Act Multiple 108,327 367
Sub-Total, Phase1 &2 116,594 398
Emergency Relief and Taxpayer Protections (corporate loans) 4002, 4003 (1 S'"B} 458 328 500
Emergency Relief and Taxpayer Protections (airlines) 4002, 4003 (185) 45,000 -
Coronavirus Relief Fund 5001 (221) 2241
Federal Transit Administration Title XII (319} 169
Governor's Emergency Education Relief Fund Title X1l (284) 43
Elementary and Secondary SchoolEmergency Relief Fund Title X1l (284) 349
Higher Education Emergency Relief Fund Title X1l (284) 321
Community Development Fund Title X1l (328) 34
Homeless Assistance Grants Title X1l (328) 17
State and Local Law Enforcement Activities Title II (233} 9
Recovery Rebates for Individuals 2201 (55) 282,374 3,000
Phase 3 Pandemic Unemployment Assistance 2102 (33), 2104 (38) 260,000 3,458
CARES Act Paycheck Protection Program 1102, 1106 (8) 350,000 659
(03/27) Public Health and Social Services Emergency Fund Title VIl (283), Title VIl (280) 146,360 256
Domestic Food Programs Title 1 (227}, Title | (228} 25083 237
Deferred Taxes For Businesses Multiple 245613 335
All Other CARES Act Measures Multiple 67 056 293
Other Government incentives Multiple 10,579 50
Individual tax incentives Multiple 10,202 -
Disaster Relief Fund Title VI 45000 225
SBA-EIDL Leans and Grants Title | 27,038 32
Housing assistance (Other) Multiple 3,423 49
Education (Other}) Title Vil B15 20
National Guard Multiple 1,491 7
Sub-Total, 3.0 CARES Act 2,209,036 12,307
Incremental Paycheck Protection Program Amendment to CARES 322100 1,054
Phase 3.5 Incremental Small Business Emergency Grant Amendment to CARES 60,000 &0
CARES Act Incremental Hospital Funding Amendment to CARES 75,000 75
(04/24) Incremental Coronavirus Testing Funding Amendment to CARES 25,000 25
Sub-Total, 3.5 CARES Act 452,100 1,214
Ad s stimulus along with the related U nsurance tems e CARES ac

In addition to the federal stimulus package, the Puerto Rico Government, with the support of
the Oversight Board, announced a package of direct assistance tavorkers and businesses
amounting to approxi mately $787 million, as shown in Exhibit 10, of which $500 million was
incremental new spending (made available via a special appropriation), $131 million was for
education related materials through existing federal ly-funded government contracts, and $157
million was reapportioned within the FY2020 Commonweal th General Fund budget. The
budget for this Emergency Measures Support Package was certified by the Oversight Board on
April 2, 2020. It is assumed in this 2020 Fiscal Plan that approximately $336 million of this
aid package may be eligible for reimbursement from the $2.2 billion of funding allocated to
Puerto Rico under the CARES Act.
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EXHIBIT 10: PUERTO RICO EMERGENCY MEASURES SUPPORT PACKAGE
PROVISIONS

FP est,
Category Description
Direct Payment to Self Employed Self-Employed 2500 one-time cash payment for approximatehy 200,000 self-employed individuals 100.0
Direct paymentto small busi Small busi $1,500 one-time cash payment for approximately 40,000 small businesses 0.0
Public Nurzes 24 000 bonus per nurse (notincluding 272 Dept. of Correctional Health nurses; =eparate line) 232
Private Sector Nurses Bonus for private sector nurses. 734
X Professionalservices nurses Bonus for professional servicesnurses 228
Bonus for Medical and Support Staff -
Dept of Correctional Health nurses %4 000 bonus per nurse 11
Technicians 52,500 bonus for 600 technicians 1.5
Others Public sector pharmacists (116), medical technologists (3,834), Residents-MD (805) 45
EMS perzonnel 581 staff 20
Police Officers 11,850 front office roles (does notinclude 800 currently reported under leave of absence) 466
Firefighters. 1,455 front office roles (does not include 65 reported under leave of absence) 51
Emergency Management 112 front office roles (does notinclude 12 reported under leave of absence) 0.4
Bonus for CertainDP5 Employees  9M/2011 154 front office roles (does notinclude 2 reported under leave of absence) 0.5
Special Investigations Unit 74 front office roles 0.3
Forensics 220 front office roles 0.2
Municipal police 24,000 bonus for 3,428 officers 137
Municipal firefighters £3,500 bonus for 50 officers 02
Bonus for Court Staff Court staff on duty £1,000 bonus for 400 officers. 0.2
Bonus for Hacienda Intemal Internal revenue agents on duty 52,000 bonus for 250 aggents 05
Revenue Agents
. Dept. of Education teachers, students,  Purchase oftablets, software, training for approximately 325,000 individuals 1243
Materials for the Department of and directors - — . - -
Education Materials for 159,330 individuals wil be paid by the U.S. Department ofEducation through two 1306
contracts
- 1 t Public Hospitals 515M per menth fortwo menths for medical supplies not directhy related to COVID-19; materials 30.0
LR s related to COVID-19 are covered with 31600 from Emergency Reserve and Federal Funding
Public Safety Investments Drepartment of Public Safety 520M for equipment and capital expenditures 20.0
Support to the Municipalities Municipalities S50M per menth fortwo months bazed on a 3-tier divizion of population by municipality 100.0
. Department of Corrections £3,500 bonus per front-line Corrections staff 16.8
Bonus for Corrections Employees
Correctional Health £3,500 bonus per front-line Correctional Health staff (non-nurses) 0.5
HTA Cost of moraterium on tolls Loss of cutstanding $3M monthly receipts for two months 5.0
Reserve Reserve (willbe transferred to first responders and healthcare agencies on an as-needed 1.6

Reserve basis to cover any deficiency in the distribution ofthe cash incentives. Numbers are based on
estimates; actual disbursements may vary from this estimates)

'otal Local Funding 787

These funds will play an essential role in helping to mitigate the unprecedented economic
damage from the sudden economicshock caused by the pandemic.

The 2020 Fiscal Plan incorporates the combined effect of federal and local economicsupport

in three ways. First, certain types of funding intended to prevent revenue and job loss are
assumed to mitigate what otherwise would have been even higher unemploymentand revenue
loss had those funds not been provided. These funds are implicitly reflected in the 2020 Fiscal
Plan because without them, the income loss estimates would have leen larger. The federal
Paycheck Protection Program, which is designed to encourage businesses to keep employees
on the payroll, is one example of this type of inding

The second type of funds are those administered through economic support programs
designed to provide income support directly from the federal or local government . Examples
include unemployment benefits, economic impact payments, and direct payments to small
businesses and sefemployed.

Finally, for government expenditures and programs fun ded by federal and local economic
support programs, the 2020 Fiscal Plan uses the same approachas it does inestimating the
passthrough of these expenditures to Puerto Rico as has been used for other types of
economic stimulus funding such as disaster-recovery spending. Specific passthrough rates
used on this funding are detailed below:

y A 23.5% passthrough rate is applied to spending on government programs and services
Examples include funding for law enforcement and the National Guard in Puerto Rico.

y A 5.5% passthrough rate is assumed for funding that is primarily direct ed to acquisition
of goods that will predominantly be sourced offisland. This funding impacts the Puerto
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Rican economy only through the on-island transportation of such goods. Examples of this
are testing and medical equipment, or educational supplies to facilitate distance learning.

The economic impact of the local and federal relief funds occursin FY2020 and FY2021. These
funds help counter the income loss on the Island but cannot fully prevent the negative impact
on business activity caused by the pandemic.

4.3 Impactoffiscal or Government efficiency measures

Government efficienc y measures seek to streamline and transform the
Government of Puerto Rico to deliver critical government services to the population and
business sector more efficiently by optimizing revenue collection and reducing government -
wide expenditures, while ensuring sustainability of those services over time given population
trends. Such policy actions will generate a contractionary impact on the economy in the short
term but are necessary to drive government efficiency and fiscal sustainability, as well as
improv e service delivery, in the long term. The net effect of these two forces is still significantly
positive from a fiscal savings perspective through FY2049. The shortterm macroeconomic
impact of the measures is summarized in Exhibit 11

EXHIBIT 11: MACROECONOMIC IMPACT OF FISCAL MEASURES, INCLUSIVE OF
DISASTER RELIEF SPENDING

Fiscal Measures Effecton Real GNP, %

0.5

-1.0 -1.0
FY20 FY21 FY22 FY23 FY24 FY25

The 2020 Fiscal Plan assumes that the fiscal impact ofdisaster relief spending and fiscal
measures is not permanent, but rather is unwound over the course of several years. The 2020
Fiscal Plan unwinds these over five years, as modetbased and econometric studiesfind that

the output effect of an exogenous fiscal shock typically disappears within five years, even if
fiscal measures are permanent!8

18 Batini, N. Eyraud, L.andWe ber , A. fi Aodt® Complue eMdti s c al Mul tiplierso, | MF Workin
as Mountford, A. and Uhli g, H. i Wh a tlournat of ApplibdeEcoRdmetrics, P4s 96@ f Fiscal
992 (2009) and Jorda, O. and Eetamgtingr t hA. ANEhe@gEi Me efad meAustEéfietcy
Economic Journal, 126: 219-255, February 2015.
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4.4 Impact of structural reforms

The estimated impact of structura | reforms is based on work done by thelnternational
Monetary Fund on labor reforms implemented in Europe (e.g., Spain and Estonia) and South
America (e.g., Peru and Colombia), among other jurisdictions; utilities reform in Latin
America; broadly-accepted metrics for measuring improvementinthe Wor I d Bankos
Doing Business Rankings (as well as case examples of growth experienced by countries that
have implemented such reforms); and education reforms in Europe and elsewhere. Structural

reform benchmarks, to the extent possible, come fromnations or jurisdictions that face similar
constraints to Puerto Rico (e.g., limited monetary policy options, high informa | labor
markets).

Energy and ease of doing business reforms are projected to increase GNP by

0.60% by FY2025, and Human Capital and w elfare reform is expected to add
another 0.15% in FY2026 (Exhibit 12). Finally, K -12 education reforms add an
additional 0.01% annual impact beginning in FY2037, resul ting in total GNP
increase from structural reforms of 0.75% by FY2026 and 0.88% by FY2049. The
anticipated timing of the incremental positive impact of these reforms has b een delayed in this

Fi scal Pl an given t he deneatgtioniefforts he Government 6s

EXHIBIT 12: MACROECONOMIC IMPACT OF STRUCTURAL REFORMS

Structural Reform Effect on GNP, %

Human Capital And Welfare Reform

0.15
PPP’s/energy reforms
0.10 0.10 0.10
Doing Business Reform
0.10 0.10 0.10
Total Structural Reform Impact
(Annual)
s 0.10 0.20 0.20 0.10 0.15
Total Structural Reform Impact 0.50 060 0.75
(Cumulative) 0.30 :
0.10
FY20 FY21 FY22 FY23 FY24 FY25 FY26

By FY2049, K-12 Education reforms add 0.13% cumulative impact, resulting in 0.88% annual impact on GNP

4.5 Population projections

Even before Hurricanes Maria and Irma hit the Island in 2017, Puerto Richmds popu

been trending downward by 1-2% every year as resignts have left to seek opportunities
elsewhere and birth rates declined.In 2016, the US Census Bureau's official forecast, projected

a worsening population outook due i n | arge par t-adingpopulaton.t o R

This high average age range reults from extremely low age-adjusted birth rates and
outmigration of younger people. Indeed, in 2016, Puerto Rico began to experience negative
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natural population change (a higher number of deaths than births). This negative natural
change has continued urabated into 2020.

Hurricanes Irma and Maria served to compound the problem, spurring an additional outflow
of people just as natural population decline has set in,as many residents lost houses, jobs, and
loved ones. While some of these people have returnal, the population is still projected to
decline over the course of the 2020 Fiscal Plan period Exhibit 13) and beyond. Further
disasters, such as the series of earthquakes experienced in 2020, have not magla swift return
to balanced migration any more likely. But while net migration is a larger driver of population
change in the short term, this factor is volatile; in the lo ng run, net migration is projected to
return to more balanced trends. Meanwhile, natural population change is not guaranteed to
rebalance at any point, and births are likely to continue declining, while deaths are projected
to rise or stay stable.

The COVID -19 pandemic has been less severe in Puerto Rico than in many other areas thus
far, and therefore no large epidemic-driven mortality rate increase is anticipated. COVID-19
is expected to suppress air traffic between Puerto Rico and the mainland, and thus impact
migration, but this effect will be transitory.

As outlined in Exhibit 13 below, this 2020 Fiscal Plan projects that by FY2025, there will be
9% fewer people living on the Island than in FY2019, and that by FY2049, the drop will grow
to 30%.

EXHIBIT 13: PROJECTED POPULATION CHANGE

Annual population®, 1000s

@ °: annual decline

< OO© OO O D O

3,033
2,984
2,936
2,891
2,851

2,813
FY20 FY21 FY22 FY23 FY24 FY25

4.6 Impact of First Circuit ruling on Supplemental Security

Income benefits

On April 10, 2020, the US Court of Appeals for the First Circuit issued a ruling in a case related
to the eligibility of Puerto Rico residents for Suppleme nt a l Security | ncome
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(USv. Vaello-Madero, 2020). S S | provides fAmonthly be meome
and resources who are disabled, blind, or age 65 or older. Blind or disabled children may also
g et 18S9l benrefits have bea available to otherwise qualifying residents of the 50 states,
the District of Columbia, and the Northern Mariana Island s.Residents of Puerto Rico,
however, have not bee eligible for SSI benefits.

The case involved an SSI recipient who moved from New Yrk to Puerto Rico and was
subsequently required to repay SSI benefits received while the recipient was resident in Pueto
Rico. The court ruled in favor of the recipient, finding the exclusion of Puerto Rico residents
from SSI coverage to be invalid.

Thecourtés finding is consequential, bhe tUS
Department of Justice hasnotindi cat ed whether it i ntulingdusd
the Social Security Administration, which administers SSI benefits, has not issued public
guidance on how it will address the ruling of the court or on what time frame it will do so.

If SSI benefits were ultimately extended to eligible residents of Puerto Rico, initial analysis
suggests that it could provide over $1 billion in increm ental annual federal transfers to Puerto
Rico. This amount would undoubtedly be welcome support to qualifying residents across the
Island and could enable some lewl of increased consumption. The ultimate economic impact
of these transfers is unclear, however, and will be examined in future Fiscal Plans. As of the
time of certification of the 2020 Fiscal Plan, there is no information as to when and ho w the
benefits will become available to residents of Puerto Rico, how the Government of Puerto Rico
will wor k with the Social Security Administration to implement the changes, and what
program integrity steps will be taken to ensure only those eligible receive it.

Chapter 5. Fiscal Plan financial projections (FY2020-
FY2025)

The COVID-19pandemic will have a profound impact on economic growth and, ultimately , on

ts

t he
t o

t o

p a
apgp

Government revenues. I n a recent riewlldakeyearsMoody 6 s

for state revenue to return to 2019 levelswithout tax increases, while recovery to a level where
no COVID-19 crisis occured is unlikely over a five-year horizon.&?° The impact to Puerto Rico
is expected to be no less severe, with aeal GNP decline in FY2020 of -4.0% will change the
trajectory of economic activity in Puerto Rico over the entire forecast period.

As a conseqence of this new economic reality, before measures and structural reforms (i.e.,
intheibasel i ne freis a preacentractual delit beevice deficit for all years of the
2020 Fiscal Plan.2! This deficit gets worse over time, as federal disasterrelief funding slows
down, Supplemental Medicaid funding phases out, Act 154 and NonResident Withholding
revenues decline, and healthcare expenditures rise.

The fiscal measures and structural reforms contained in the 2020 Fiscal Plan are the main
drivers for a significant portion of the surplus in the 2020 Fiscal Plan. Fiscal measures will
drive ~$10.0 billion in savings and extra revenue over FY2026FY2025 and structural reforms
will drive a cumulative 0.88% increase in growth by FY2049 (equal to ~$24.7 billion).
However, even after fiscal measures and structural reforms, and before contractual debt
service, there is an annual deficit reflected in the projections starting in FY2032. This is, in

19 Understanding Supplemental Security Income (SSI) Overview -- 2020 Edition, US Social Security Administration

20 Mo o d Inéestors Service, April 24,20 2 0 : ARevenue recovery from coronavirus hi

woes o

21 The baseline forecast also reflects the pledge of a portion of annual SUT revenues to COFINA creditors as per the terms of

the COFINA Title Ill Plan of Adjustment.
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large part, due to insufficient structural reforms, including continued highly regulated and

restricti ve private sector labor market policies that prevent higher growth , a lack of progress

in rolling out the NAP work requirem ent to increase labor force participation rates, and more

meaningful Ease of Doing Business rebrmst o i mpr ove t he economy®0s coOl
attract greater levels of investment and job creation. Exhibit 14illustrates the projected deficit

/ surplus through FY202 5.

Projections for FY2026 onwards are included in Chapter 6.

EXHIBIT 14: PROJECTED DEFICIT / SURPLUS PRE- AND POST-MEASURES

Projected deficit / surplus pre- and post-measures®, 5

22,328 23,797 21,339 20,900 19,776 18,874 19,095 19,262

Revenue pre-measures

Expenditures pre-
measures (20,088) (20,7086) (20,026) (20,566) (20,493) (20,550) (20,709) (20,948)

2,240 3.091 1314

Surplus/deficit pre- 333

measures

(77 {1.676) {1.615) (1.686)

2,368
1,530 2,044 2,206

Measures 84 708 181 106

23924 3,799
Surplus post- , 1.495
measures/SRs o B e 0 2w

FY18 FY19 FY20 FY21 Fy22 FY23 FY24 FY25

5.1  Basel ine revenue forecast

Major revenue streams (Exhibit 15 include non-export sector General Fund revenues
(including individual, corporate, and sales and use taxes) and export sector revenues
(including Act 154 excise taxes paid by multinationals op erating on the Island, and Non-
Resident Withholdings), as well as federal funding. The 2020 Fiscal Plan also includes
cl awback revenues in the Commonweal thds revenue
based on theOver si ght Boar dos tHate(iy suth mones ard property of the
Commonwealth, (i) each statute appropriating or transferring such monies to
instrumentalities of the Commonwealth is preempted by PROMESA, (iii) such statutes were
enacted by prior legislatures that cannot bind th e current legislature, and (iv) in any event,
under the Puerto Rico Constitution, such monies would not be transferred to the
instrumentalities while General Obligation debt is not being paid according to its terms.

The 2020 Fiscal Plan generally reflects the revenue impact of COVID-19 in line wit h the
estimates of macroeconomic impact described in Section 4.1. There is expected to be
significant near -term uncertainty in the level of revenue collections as the expected duration
and severity of the COVID-19 induced recession is constantly evolving.Personal income taxes
will be significantly impacted by high unemployment. Consumption taxes will be impacted by
lower overall economic activity. The 2020 Fiscal Plan estimates these impacts based on the
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informat ion currently available. Relative to the 2019 Fiscal Plan, general fund revenues are
expected to be12% lower in FY2020 and 11% lower inFY 202122

Administrative actions tak en to delay tax payment due dates had the effect of delaying receipt
of ~$668 milli on in taxes otherwise due in FY2020 to FY2021, according to Hacienda
estimates. The 2020 Fiscal Plan treats these revenues as FY2020 tax revenues even though for
some taxesthe deadline for payment has been extended to early FY2021The 2020 Fiscal Plan
also forecasts that 10% of these revenues will not be received uk to taxpayer inability to pay.
The Oversight Board will work with Hacienda to track these receipts and adjust for actuals,
including losses due to taxpayer inability to pay. In addition, ~$44 million in FY2020 SUT
collections will be foregone as a resultof tax exemptions on prepared food and on purchases
for COVID-19related first -aid items through May 2020

EXHIBIT 15: MAJOR REVENUE STREAMS

Key general fund revenue drivers, post -measures, $M

Personal income
taxes’

2,054 1,853 2,148 2149 2184 2207
Corporate income
I 2,280 1,778 1,833 1,835 1,865 1,877
Sales and use tax?
1,817 1,957 1972 1,947 1,967 1,973
Act 154
1,831 1,691 1,447 1,199 1,199 1199
Non-resident
withholdings 4?|'4 5?:0 5??3 5:?5 5:|37 5:|39
Other general fund
revenues? 1,360 1,374 1,412 1,394 1,408 1417 ——
D DO DO D D
FY20 FY21 FY22 FY23 FY24 FY25

Additional details on th e fiscal plan revenue streams are provided below, with detailson the
financial projections included in the Appendix. The following sections describe the longer-
term approach to estimating revenues for key revenue streams

5.1.1  Non -expor t sector General Fund re  venue projections

Individual income taxes: Individual income t axes are highly concentrated, with 78.2% of
revenues coming from the 8.7% of returns reporting income above $60,000 in FY2018.23 The
2020 Fiscal Plan also incorporates the expected incremental tax collections associated with
disaster recovery spending. Individual income tax collections outperformed relative to GNP

growth in FY2018 and FY2019, and were on trend to do so again in FY2020 prior to the onset
of COVID-19. The 2020 Fiscal Plan projects that disaster recovery spending will continue to

contribute to the income tax base either through mainland workers temporarily working in

22 Adjusted for one-time corporate income tax payments not included in the 2019 Fiscal Plan forecasts
23 Hacienda historical reports as of April 2018
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Puerto Rico or from Puerto Rican residents entering the formal economy as a result ofdisaster
recovery projects.

Corp orate income taxes:  There is also concentration in tax receipts among the largest
corporations operating in Puerto Rico (e.g., ~29% of corporate income taxes are paid by 20
corporate taxpayers).24 Historical aggregated data from Hacienda showed an influx of
corporate activity spurred by reconstruction funding and main land-based firms entering the
Island economy. This had led to higher corporate income taxes relative to GNP in FY2018 and
FY2019, and this trend was continuing in FY2020 prior to the onset of CO VID-19. The 2020
Fiscal Plan incorporates the contribution o f disaster recovery spending into future years. The
2020 Fiscal Plan projections reflect certain adjustments to corporate income tax revenues
attributable to one -time M&A activity which resulted i n a non-recurring $488 million of
revenuesin FY2020 and $73 million in reduced corpora te income taxes starting in FY2021, as
projected by Hacienda.

Sales and use taxes (SUT): As with corporate and personal income taxes, SUT
outperformed relative to GNP in FY2018 and FY2019, likely boosted by the increased
economic activity resulting from t he post-disaster reconstruction process (including through
the replacement of lost inventory), as well as higher SUT compliance by those larger firms less
impacted by the storm. The 2020 Fiscal Plan incorporates this incremental tax collection as
disaster recovery continues in future years. Following the COFINA Title 1l Plan of
Adjustment, a portion of SUT collections will be used to pay the settlement going forward. Thi s
portion reaches ~$1 billion annually starting in FY2041.

Other General Fund  revenue (Motor Vehicles, Alcoholic Beverages, Cigarettes):

Motor vehicle revenue tax receipts surged in FY2018 and this trend continued into FY2020,

as residents accelerated moor vehicles purchases in the aftermath of the storm. The 2020

Fiscal Plan reflects accelerated purchasing of motor vehicles that subsides and returns to

historical trends over multiple years. The 2020 Fiscal Planalsoreiterates a need for Hacienda
to address challenges with cigarette taxes, which were $72nillion short of required coll ections

in FY2019. This trend was continuing in FY2020 pre-COVID-19, as Hacienda has yet to take
steps to recover the lost revenues.

Export sector revenue projections: Act 154 and Non-Resident Withholding (NRW) tax
revenues are conceitrated in a small numb er of multinational corporations. From FY2017 to
FY2023, the 2020 Fiscal Plan estimates that Act 154 and NRW revenues will erodedue to US
federal tax reform (reducing Puerto Ri co6s attractiveness as
multinationals), global supply chain diversification, and patent expirations.

5.1.2  Medicaid funding

On a steadystate basis (i.e., in the absence of supplemental federal legislation) Medicaid costs
are funded primarily by the Commonwealth, as there is a cap on available federal funding.
Typical annual federal funding streams for the Commonwealth are the following, and are
projected based on current law and statutory growth rates:

y Standard annual federal Medi caid funding.  Although Puerto Rico has a 55% federal
matching assistance percentage (FMAP), the amount of annual federal funding received
under Section 1108 is capped each year. For FY2020, this funding stream was expected to
be capped at$380.3 million, a nd though the cap grows each yeaaccording to the Medical
CPI-U, it does not keep pace with healthcare expenditure growth2> Each year, ~$100

24 Hacienda historical reports as of April 2018

25 According to §1108(g) of the Social Security Act., from 2011 to 2016, the cap grows by the medical component of CPI-U as
reported by BLS each year. From FY2011-FY2016, this growth averaged 2.9%. This inflation rate differs from the healthcare
inflation index for Medicaid and Medicare used elsewhere in the 2020 Fiscal Plan (4.5% to 5.5% from FY2020-FY2022,
decreasing to 4.75% in FY2049). Instead, the medical component of CPI-U includes other factors that lower the inflation rate
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million of these funds are not available to cover premium expenses but rather are
transferred to the Department of Health to cover disbursements to Federally Qualified
Health Centers (fiCentros 3300 mFQHCO0) and Medicaid Program op

y Childrenbés Health I nsurance PCHRfuaing isirotHl P) f u

subject to a federal funding cap. Without additional | egislation, the CHIP matching rate
(E-FMAP) for Puerto Rico is expected to be 68.5%. Under the Affordable Care Act, theE-
FMAP for Puerto Rico was raised to 91.5%through September 30, 2019; under the 2020
Further Consolidated Appropriations Act , the E-FMAP was inaeased to 83.2% through
September 30, 2021(with an additional 11.5% increase through September 30, 2020 under
the 2018 HEALTHY KIDS Act); and under the Families First Coronavirus Response Act,
the E-FMAP was increased t099.0%. When these piecesof legislation expire in October
2021, the federal cog share is projected to decrease to the standard level (~68.5%)6

y Increases in available Medicaid funding from federal legislation: Since 2011,
Puerto Rico has received temporary relief from rising healthcare costs through increased
levels of federal rembursement made available through the passage of the Affordable Care
Act and the Bipartisan Budget Act of 2018. In December 2019, the Further Consolidated
Appropriations Act was passed, which provided supplemental federal funding (up to $5.7B
intotal)to Puert o Ricob6s Medicaid progr daenthefrst ough S
quarter of FY2022). In addition , the law raised the FMAPA the portion of Medicaid
expenditures that federal funds can coverd from the standard level of 55%to 76% for most
population s. Finally, as mentioned above, in response to the COVID-19 pandemic, the
Families First Coronavirus Response Act was passed in March 2020, further increasing
both the available federal funds (adding an additional $183M) and the FMAP (increased
by an additional 6.2% for most populations). The available supplemental federal funds and
higher FMAP will both return to standard levels in October 2021 without new federal
legislation. Accordingly, the Commonwealth  wi | | hit a AMedicaid fis:
will be responsible for multi-billion -dollar annual healthcare expenditures that had
previously been covered by federal funding since 2011.The 2020 Fiscal Plan does not
assume future legislation changes The 2020 Fiscal Plan ensures that the Commonwealth
is fiscally responsible under current law, and factors in the cost of Medicaid going forward
in the absence of incremental legislation. To ensure healthcare for a substantial part of the
population, t he Commonwealth must be able to pay and managethese critic al costs, which
grow faster than inflation, regardless of the future federal legislative environment .

Exhibit 16 outlines expected Medicaid federal fund receipts. After the first quarter of FY2022
(ending September 30, 2021), supplemental federal funding is projected to phase out. This
ffunding cliff 6 further exacerbates the imperative and urgent need to implement cost-saving
measures to reduce longterm Medicaid costs (Medicaid expenditures are discussed in detal
in Section 5.2.4). All projections are based exclusively on legislation that is currently in force.

by approximately 3-5 percentage-points, meaning the increase in the federal funding cap will not keep up with actual
increases in expenditures

26 MACPAC: fMedicaid and CHIP in the Territorieso (April 2020)
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EXHIBIT 16: BASELINE FEDERAL FUNDS RECEIPT PROJECTIONS

Medicaid Federal funding sources, $IM

Social Security Section 1108, CHIP, and other standard Federal allocations

527 546 566

FY20 FY21 FY22 FY23 FY24 FY25

5.1.3  Other federal funding

In addition to Medi caid funding, Puerto Rico receives other federal funds on a regular basis

These are not to be confused with disaster relief funds, which are directly tied to Hurricane

Maria and earthquake reconstruction activity , or with COVID-19 response and relief funds,

which are meant to cover incremental government spend to respond to the global pandemic.

These funds typically cover both social benefits and operational expenditures. In the 2020

Fiscal Plan, these funds have been modeled based on what types of costshey cover (e.g.,

benefits o r operations) as wel|l as statutory formul a
allotment. For example, while Temporary Assistance for Needy Families (TANF) funds are

typically pass-through (e.g., none of these funds go to opeational costs), some Title |
education funds are used for operational pur pose
programs for students with special needs, etc.). For the former, federal fund inflows and

outflows mirror each other (as benefit n eeds decline, so do funds) For the latter, though

inflows may decline, it does not necessarily mean expenditures decline as welli as

expenditures are based on operations, not on benefits formulas, and the Commonwealth may

have to fund the operations notwithstanding reduced federal funding . Meanwhile, while Head

Start funds are allocated from the Federal Government based on the number of children living

in poverty, NAP funds are provided through a block grant that is capped. The former,

therefore, should change by population, while the latter should only grow with inflation,

regardless of population changes.

5.1.4  Special Revenue Funds

Commonwealth agency Special Revenue Fund (SRF) revenues: The Commonwealth
collects a significant portion of its revenues throu gh Special Revenue Funds, which are funded
from, among other sources, tax revenuestransferred by statutes, fees and charges for services
by agencies, dividends from public corporations and financin g proceeds. Government tracking
and reporting of these SRFrevenues, associated expenses, and resulting surpluses or deficits
has historically been incomplete and inconsistent. The baseline level of SRF revenues of
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Commonwealth agencies (excludng IFCUs) has been updated in this 2020 Fiscal Plan. The

2020 Fiscal Plan does not further detail SRF by type (special state funds, own revenues and
other revenues), as Commonwealth agencies (excluding IFCUs)do not report this level of

detail. Future budget and Fiscal Plan processes will aim to further clarify Special Revenue

Funds and apply controls to ensure transparency and accountability for these revenues. SRF
revenues from fees and collectionsare also expected to benegatively affected by the COVID-

19pandemic, as agencies face decreased demand for services as a rdsof the lockdown.

Independently Forecasted Component Unit (IFCU) revenues: The Commonwealth
contains thirteen Independently Forecasted Component Units, which range from public
corporations (e.g.,the State Insurance Fund Corporation) to public hospitals (e.g., the Cardio
Center). These entities are mostly funded by Special Revenue Funds and may also receive
General Fund appropriations. Through the FY2020 budget process and FY2019 actuas, the
Oversight Board was able to gain more insight into the specific revenue streams for these
entities to further refine the IFCU revenue projections. While most IFCU revenues are
projected using GNP, given the unique nature of each IFCU, certain revenwe streams ae
grown by other factors, such as inflation, population, or as governed by legislation. The 2020
Fiscal Plan factors in the significant expectednegative impact of the COVID-19 pandemic on
demand for government- and tourism -related services.

Municipal co ntributions to PayGo and ASES: The 2020 Fiscal Plan includes receipts
from municipalities to cover retirement and healthcare expenses incurred by the
Commonwealth on their behalf. Since the passage of Act 721993, ASES has received funding
from municipalit ies for the administration and delivery of the Government Health Plan on
their behalf. Similarly, since the passage of Act 1062017, municipalities that participate in
ERS are financially responsible for PayGo expenditures covered by the Commomvealth. The
passage of Act 292019 disrupted this model and required the Government to fund
municipalitieso Pay Go and Me d i c awitlbut recewings
reimbursement from the municipalities . However, following legal proceedings initiat ed by the
Oversight Board challenging the validity of Act 29-2019 under PROMESA, the Title 1l court
ruled that Act 29-2019 violated PROMESA and nullified the law, thereby reinstating the
municipalitiesd obligation t o crdheieempl ®&aeg.Glis
ruingd s c¢ o n s enphlesl the @mmonwealth to seek reimbursement for prior payments
made under Act 29-2019 and empowered the Commonwealth to act if these contributions are
not received (e.g., to withhold payments for utilities, appropriatio ns). The effective date of the
court's ruling was delayed to May 7, 2020 so as to allow for the parties to discuss potential
solutions to the financial challenges faced by municipalities, particularly in light of the COVID-
19 pandemic. Accordingly, the 2020 Fiscal Plan assumes that municipalities fund their
respective contributions for PayGo and healthcare expenditures going forward. In calculating
mu ni c i pledlthcaré experdditures, however, the 2020 Fiscal Plan does take into account
the incremental federal funding support in FY2021 and FY2022 made available through the
2020 Further Consolidated Appropriations Act. Given that this funding stream expires in
FY2022, the 2020 Fiscal Plan assumes thatcontributions from municipalities thereafter will
return to previous levels, but the Oversight Board would consider utilizing a similar approach
in future years should additional federal funding again be provided .

Public Corporation Pay  Go receipts: The 2020 Fiscal Plan includes receipts from public
corporations that participate in ERS to cover PayGo expenditures covered by the
Commonwealth. The Commonwealth shall be reimbursed for these payments and will act if
these contributions are not received (e.g., will withhold payments for utilities).

FAM: The Municipal Administration Fund (FAM) collects 0.5% of the SUT which is
distributed into three funds: (1) 0.2% to the Municipal Development Fund; (2) 0.2% to the
Municipal Redemption Fund; and (3) 0.1% to the Municipal Improvement Fund (referred to
as the FMM). Pursuant to Section 4050.09 of Act 1-2011, the FMM are to be distributed
through annual legislation and appropriated for select capital works and improvement
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projects for the municipalities (e.g., public housing, schools). The legislature passes
resolutions each year to allocate the FMM. These resolutions must be cosistent with the 2020
Fiscal Plan and the applicable special revenue funds included in the Certified Budget.

5.1.5 Gross -up for tax credits

Gross -up of revenues to reflect potential revenues without pay ment of tax
incentives: In addition to offering preferenti al tax rates, tax exemptions, tax abatements,
and cash grants, the Government of Puerto Rico incurs hundreds of millions of dollars in tax
credits to corporations and individuals each year. Some of these tax credits function as
entitlement programs: any bu siness that meets the requirements set forth in law is entitled to
the benefit. Other tax credits give government officials considerable discretion on which
projects will receive incentives. Many of these tax credits are intended to pursue certain policy
goals such as stimulating employment, stimulating economic activity and economic
development, encouraging investment, and protecting local industries. Unlike traditional
expenditures, however, tax credits are not incurred in a transparent fashion, and, with only a
few exceptions, are currently uncapped by any aggregate amount of benefits conveyed.The
issuance of tax credits also tends to bedone in an ad hoc manner, with unclear economic
justificatio n for the costs incurred and without monitoring of the goa Is described above(i.e.,
how many jobs in any particular year were created). This leads to an unpredictable, and
potentially costly, for egone revenue stream each year.

Uncapped and unpredictable issuance of tax expenditures can have a materially negativdiscal

impact. Several states have faced challenges with unexpected levels of expense from tax
expenditures, such as Michigan (the Michigan Economic Growth Authority tax credits),
Louisiana (tax credi t f or hori zont al nat ur alr ogwansf i cerl idisloi ntg
credits). The examples from thesestates are not uncommon and they reinforce the uncertainty

and risk associated with the establishment of tax credits.

Policy makers in Puerto Rico must understand both the budget implications of current and
proposed tax expenditures and be able to manage the size of tax incentives by setting limits on
their annual cost and eliminating tax cr edits with negative returns. The issuance of reliable
cost edimates, including a detailed analysis of the budget impli cations from each tax incentive
and annual cost controls will help Puerto Rico avoid unexpected negative
outcomes. Otherwise, the Government will remain powerless to manage the cost of these
incentives and keep the incentives from growinguncontrollably .

Recognizing the importance of this question to the fiscal sustainability of Puerto Rico, the
2020 Fiscal Plan includes a forecast of grossrevenues inclusive of the value of tax credits,
along with their associated expenditures. The 2020 Fiscal Plan includes a forecast of gross
revenues based on the historical level of certain tax credits claimed on income tax filings for
individual filers, regular corporation filers, and incentive tax filers, as prov ided by Hacienda.
As shown in Exhibit 17, over eight tax years (2010-2017), tax credits claimed across all tax
filers averaged $247 million annually. The Oversight Board requires all reporting going
forwar d to include monthly and quarterly reports asto the gross reverues, tax credits claimed,
and the net revenues received fo the period of the report.
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EXHIBIT 17: TAX CREDITS BY YEAR

Projection FY2010 FY2011 FY2012 FY2013 FY2014 FY2015 FY2016 FY2017
Regular Corporations 94 47 87 84 76 65 59 32
Incentive Corporations 135 147 133 158 116 78 70 56
Individuals 59 38 90 69 65 66 61 88
Total Tax Credits Claimed 288 231 309 310 258 209 190 176

8-Year Average @

SOURCE: Hacienda

The Government should adopt a transparent limit to the amount of tax credits issued and

claimed at an amount below $247 million by, for example, capping the notional amount,

restricting the number of companies and individuals that can claim credits annually, inclu ding

sunset provisions, or inserting time bound clauses upon which each tax credit will expire. This
is similar to the approach that other states have taken to limit the use or issuance of tax
expenditures, including Arizona, California, Florida, lllinois, Massac husetts, Minnesota, New
York, Ohio, and Pennsylvania. This limit is separate and incremental to the cash grants that
corporations and individuals also receive, which will be captured in Certified Budgets going

forward. Future Fiscal Plans must also be eyanded to include limitations o n foregone
revenues due to preferential tax rates and exemptians, including municipal exemptions.

These forecasts must be maintained and updated by leveraging the work that Hacienda has
undertaken to produce and maintain a more comprehensive measurement oftax expenditures
over time through the annual Tax Expenditure s Report. As discussedin more detail in Section
16.3.], the publication of the initial Tax Expenditures Report in September 2019 provided, for
the first time, better visibility into the full scope of tax expendi tures being offered, together
with a description and approximate cost of each expenditure. To continue building on this
positive first step, the Government must provide an annual update to this report. The
Government has also taken initial steps to provide transparency around, and control these
expenditures through its proposed reforms to the Incentives Code. Only by explicitly
appropriating money for incentives in the Certified Budget , and by sdting a limit on the
amount that can be spent each year, willtax incentives start to function more like regular
spending programs, with the Government retaining control over the cost, and less like open
ended commitments, and enable public debate about the value of this type of spending in light
of the various needson the Island.

5.1.6  Gross -up for COFIM receipts

COFIM is the public corporation that collects the 1% Municipal Sales and Use Tax (SUT)
established by law for certain municipalities. The 2020 Fiscal Plan includes projections of this

1% revenue stream, along ith exactly offsetting expenses. COFIM is not an entity that receives
appropriations from the Gener al Fund, but rather relies solely on municipal SUT.

5.2 Baseline expenditure forecast

The trend of baseline expenditures, before measures and structural reforms, is summarized in
Exhibit 18.
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EXHIBIT 18: MAJOR EXPENDITURE CATEGORIES PRE-MEASURES

Key baseline expenditure drivers (pre-measures), 5

Payroll {non-federally

funded) 2,935 2,949 2,980 3,009 3,041 3,076

Direct operating

expenditures (non-
federally funded)’ 1,697 1,711 1,723 1,745 1,773 1,794

CW appropriations? 1,004 1218 1,228 1,189 1123 1,123

Commonwealth Medicaid
expenditures 87 287 1,586 2,165 2,259 2,359

Pension expenditures 2284 2,332 2314 231 2,309 230

Other® 2244 2,303 2,241 2,165 2,126 2,106

IFCU & CW SRF

Expenditures* 2 466 2,480 2,498 2,503 2538 2569

Federally funded 5,708 6,646 5,339 4871 4,938 5,007
expenditures®

5.2.1  General fund payroll and non -personnel operating expenditures

Payroll expenditures: Despite progress made through the FY2021 budget process,
consistent granular payroll data continues to be a challenge for the Government. FY2018
payroll numbers reflect actual expenditures where available and the Certified Budget in cases
where actual datawas not available (adjusted to reflect reapportionments among agencies).
FY2019 was assumed to be equal to FY2018 given the Fiscal Plan Compliance Act, which
enacted a payroll freezeexcept for certain agency-specific adjustments. Beginning in FY2020,
base payroll has been assumed to grow by Puerto Rio inflation. Any reduction to baseline
payroll expenditure projections from attrition, absenteeism , or workforce reductions will be
captured through fiscal measures.

Non -personnel operating expenditures: Non-personnel operating expenditures in
FY2019 were also assumed to be equal t¢-Y2018 budgeted levels Thereafter, non-personnel
operating expenditures are assumed to grow by Puerto Ri® inflation, with s elect adjustments
as necessary (e.g., for reapportionmants).

5.2.2  Special Revenue Funds

Commonwealth agency Special Revenue Fund (SRF) operational expenditures:

The Commonwealth funds a significant portion of its expenses with Special Revenue Funds
and previously did not report on these expenses transparently in a consistent manner. Given
that SRF revenues and expenditures are not part of the General Fund for budgeting purposes,
they are not included in the General Fund budget resolutions approved by the Legidature.
However, the Oversight Board has certified SRF expenditures sarting with the FY2019 budget
process, with the objective of applying controls and reporting requirements to ensure
transparency and accountability for these revenues and expenditures. Wth data made
available by the Commonwealth, the baseline level of SRFexpenses of Commonwealth
agencies (excluding IFCUs) has been updated. Given the mandate of the Office of the CFO to
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place controls on SRF expenditures, expenses are forecasted to be e@li to the estimated
revenues in each year.

Independently Forecasted Component Unit (IFCU) operational expenditures

Most IFCU payroll and non -payroll expenses grow by inflation, with exceptions for certaln
expense categories (e.g., healthcare costs grow ith medical inflation, variable costs that grow
in line with revenue s).

The baseline expenditures include municipality and public corporation PayGo,
COFIM, and FAM expenditures , including all the conditions outlined in Section5.1.4.

5.2.3  Other federal funding

Most federal funds received by the Commonwealth are passed through to residents directly in
the form of social benefits (e.g., TANF, WIC), but federal funds are also used to cover operating
expenditures in many agencies. Experditures related to pass-through federal funds are set
equal to the associated revenue stream. Baseline expenditures related to operating
expenditures are set based on the FY2018 federal funds budget reported by the Government
and grow with inflation (and i n some cases population). In the @ase of Title I, revenues will
grow with growth in total federal funding - presumed to track US inflation - but decline with
decreasing enrol |l ment, whi ch i s t he mo st
allocation. At the same time, the 2020 Fiscal Plan assumes fixed costs assdated with
providing these services may not decline at the same ate (given historical Commonwealth
behavior of maintaining infrastructure such as schools and program staff despite population
decline).

5.2.4  Medicaid expenditures

Medicaid costs are projected toreach nearly $3.4 billion annually by FY2025. These costs are
primarily driven by the weighted -average cost per member per month (PMPM) multiplied by
the estimated number of people enrolled in the Medicaid (federal and Commonwealth-
gualified), CHIP, and Platino dual -eligible programs. Projections also include other direct
health expenditures (e.g., Hepatitis C, HIV, and pulmonary programs) that do not flow
through managed care. These costs areexclusive of non-medical administrative costs to ASES
and the Department of Health.

PMPM costs are projected to grow at 4.5% in FY2020, followed by an increase to an annual
growth rate of 5.5% in FY2022, as a result of a longer recovery fromdepressed uilization
caused byHurricane Maria and the impact of COVID-19. In the long term, costs increase
according to an agemix-adjusted PMPM growth rate, which reflects a shift to a younger
enrollment population (see Section 6.1).

Enroliment rates are primarily tied to overall population decline. The large drop-off in
enrollment between FY2018 and FY2020 mainly reflects the end to the auto reenroliment
period that was put in place after Hurricane Maria, a period during which many enrollees
either left the Island or ceased to qualify for coverage under current thresholds. The baseline
projects a return to pre-hurricane rates of enrollment in FY2020, as in the 2019 Fiscal Plan.
Additional changes in enrollment may be driven by the COVID-19 pandemic or other
unexpected everis.
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